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P reface
This practice guide provides guidance for handling the audit problems related
to the audit of soft accounting information, including how SAS No. 57, Auditing
Accounting Estimates, may be applied by practicing auditors. This practice guide has
been issued by the Accounting and Auditing Publications group of the American
Institute of Certified Public Accountants and is intended to provide practitioners with
nonauthoritative practical guidance on auditing soft accounting information.
The contents of this publication, its focus, and the way it has been presented have
been shaped by requests from the AICPA Technical Issues Committee of the Private
Companies Practice Section for guidance in this area and from feedback received
from an informal panel of practitioners that m et to discuss the issues involved.
This book is organized along the phases of an audit: planning, fieldwork and review,
and preparation of the financial statements.
• Chapter 1: Introduction. This chapter describes the audit problems caused by
accounting estimates and soft accounting information, and it provides you with
some working definitions of terms that are used throughout the book. The
chapter also provides a brief overview of practical tips for the audit of soft
information, which will be discussed in more detail in subsequent chapters.
• Chapter 2: Planning for the Audit of Soft Accounting Information. This chapter offers
suggestions for how to consider soft accounting information during the planning
phase of an audit. A step-by-step approach is suggested to help you avoid any lastminute surprises on your audits.
• Chapter 3: Gathering and Assessing Audit Evidence. This chapter provides answers to
the question “How do I get ‘comfortable’ with soft accounting information?”
Practical guidance is provided in such areas as estimating cash flows, evaluating
m anagement’s ability and intent, and auditing fair value estimates.
• Chapter 4: Financial Statement Presentation and Disclosure. This chapter highlights
some of the issues to consider when preparing financial statements that contain
significant estimates or soft accounting information.
The publication also includes two appendixes:
• Appendix A, Examples, contains comprehensive examples that illustrate many of
the key ideas contained in this book.
• Appendix B, Sources of Information, is a listing of sources of information that
are available to help you assess various assumptions underlying soft accounting
in fo rm a tio n .
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CHAPTER 1: Introduction
An increasing num ber of accounting pronouncements
contain measurement and disclosure provisions largely
based on subjective judgments. For example, under
Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Standards No. 115, Accounting for
Certain Investments in Debt and Equity Securities, the
measurement and reporting of investments in debt
securities is based on whether management intends to hold
those securities until maturity. In practice, the presence of
such “soft accounting information” poses problems for
auditors, typically because:
• The evidential matter available to support management’s
intentions and future events is qualitatively different from the
evidence available to support transactions that have already
occurred. For example, the audit evidence available to
support the existence of an investment is relatively
concrete and convincing; you can physically observe the
investment or confirm it with a third party. On the other
hand, the evidence available to support managem ent’s
intent to hold that investment is subjective and may be
less convincing.
• The measurement of the amount included in the financial
statements is imprecise. For example, FASB Statement No.
115 requires certain investments to be measured at fair
value. In the absence of quoted market prices, how
should one measure the fair value of unique investments
not traded in an open market?
• Assessing the reasonableness of underlying assumptions may
require special expertise. For example, the estimate of fair
value of an investment in a privately held company may
require an in-depth knowledge of business valuation
techniques that you may not have.
The existing guidance on auditing accounting estimates is
contained in Statement on Auditing Standards (SAS) No.
57, Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1, AU sec. 342). In general, that Statement
provides guidance on obtaining and evaluating sufficient
competent evidential matter to support significant
accounting estimates.
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One of the objectives of this book is to illustrate how SAS
No. 57 may be applied by practicing auditors in the field.
Consider the following example:
Grill Company. Grill Co. manufactures gas grills.
They provide a warranty on their grills that covers the
heating elem ent but not the starter switch.
During the year, Grill Co. makes and sells a brand new
product, the GrillMate 2000. Shortly after shipping
this new product, several distributors call to complain
about faulty starter switches.
The m anagement of Grill Co. makes a decision: in
order to retain customer loyalty and increase market
share, they will repair or replace faulty starter switches
on the GrillMate 2000, even though the part is not
included in the written warranty.

U nder generally accepted accounting principles (GAAP),
the management of Grill Co. is required to accrue a
contingency loss (assuming that the contingency meets the
criteria specified in paragraph 8 of FASB Statement No. 5).
This loss is an estimate.
As defined in SAS No. 57, an accounting estimate is an
approximation of a financial statement element, item, or
account. Accounting estimates are made by m anagement
and are based on both subjective and objective factors.
Throughout this book, we will refer to several of the key
factors that are required to make an estimate:
• Model. A model is simply a representation of the situation
to be analyzed. In the Grill Co. example presented above,
the model to be used for making the estimate of the
warranty loss is fairly simple, an assumption about how
many grills will be returned under warranty multiplied
by how much it will cost to repair each one. More
complex situations will require more complex models.
• Data. Data is input into the model and serves as the basis
for generating the estimate. In the Grill Co. example,
the num ber of items to be returned and the average cost
of repairs is the data.
• Assumptions. An assumption is a supposition, something
taken for granted about the conditions management
expects to exist in the future or the actions they expect
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to take. Assumptions can be made about the data or
about the model. In the Grill Co. example, management
must make an assumption about whether they will
continue to honor returns for defective parts not
included in the written warranty. This assumption will
affect how the model is built (will it consider all possible
sales returns or only those for the heating element?). An
assumption also needs to be made about the cost of
repairing each grill. This is an assumption about the data
that is input into the model.

W hat D o W e
M ean by “S oft ”
A ccounting
I nformation ?

For the purposes of this book, “soft” information means
accounting information that is highly subjective. Accounting
information becomes soft (that is, subjective) when—
• It is based on the intended actions of management,
• It is based on some other future event, or
• It is based primarily on management’s judgment and can
not be corroborated easily through objective sources (for
example, discount rates used in present value calculations)
In the Grill Co. example, the am ount of the warranty loss is
a function of:
• W hether m anagement will continue to honor returns for
defective parts not included in the written warranty
(intentions of management), and
• How many gas grills will be returned (other future events
outside of m anagement control).
If the measurement of the liability required some sort of
present value calculation, then the choice of a discount
rate would also make the resulting estimate highly subjective.
The following provides a list (not all-inclusive) of the types
of soft accounting information you may encounter on a
small business audit.
Examples o f Soft Accounting Information
in a Small Business Audit
The following are examples of situations you may encounter in
a small business audit where the recognition measurement, or
presentation of an item in the financial statements depends on
m anagem ent’s intent or the outcome of a future event (soft
accounting information). This list is presented for information
only. It should not be considered all-inclusive.
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Receivables:
Allowance for doubtful accounts
Uncollectible pledges for a notfor-profit organization
Inventories:
Obsolete inventory
Net realizable value of
inventories where future
selling prices and future
costs are involved
Financial instruments:
Trading versus investment
security classification

Revenue recognition:
Revenue recognition when the
right-of-return exists
Revenue recognition on long
term contracts (including
contract price, total
estimated cost, and
percentage complete)
Leases:
Initial direct costs
Executory costs
Residual values
Discount rates

Valuation of securities

Useful lives

Fixed assets and other
capitalized costs:
Impairment of long-lived assets

Contingent losses:
Probability of loss
Amount of loss

Useful lives and residual values

Other:

Recoverability of capitalized
costs

Assessing the entity’s ability to
continue as a going concern

Accruals:

Recoverability of deferred
tax assets
Current values in personal
financial statements

Warranty claims
Self-insurance
Actuarial assumptions in
pension costs

Fair values in nonmonetary
exchanges

Rates:
Discount rates
Imputed interest rates on
receivables and payables

T IP S FOR A uditing
SOFT A ccounting
INFORMATION

The purpose of this book is to provide you with practical
guidance for handling the audit problems related to the
audit of soft accounting information. This book contains
three broad guidelines:
1. Plan early. Chapter 2 focuses on the audit planning
process and steps the auditor can take early on to
mitigate some of the problems caused by soft accounting
information. Chapter 3 introduces the idea that your
“comfort” with soft accounting information will come
from two main sources: (a) the process used to develop
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the information, and (b) the quality of the underlying
assumptions. Becoming comfortable with soft accounting
information takes time. It takes time to develop a reliable
process and time to research the data necessary to make
high quality assumptions. Many times, there is a lack of
reliable historical data available to establish trends and
provide a basis for making audit judgments.
2. The audit evidence in support of soft accounting information
does not have to be irrefutablefor you to form an opinion. Your
objective when performing an audit is to obtain sufficient
com petent evidential matter to provide you with a
reasonable basis for forming an opinion. Paragraph 22
of SAS No. 31, Evidential Matter, as amended by SAS No.
80, Amendment to Statement on Auditing Standards
No. 31, Evidential Matter (AICPA, Professional Standards,
vol. 1, AU sec.326.22), states:
The amount and kinds of evidential matter required
to support an informed opinion are matters for the
auditor to determine in the exercise of his or her
professional judgm ent after a careful study of the
circumstances in the particular case. However, in
the great majority of cases, the auditor has to rely on
evidence that is persuasive rather than convincing. Both
the individual assertions in financial statements and
the overall proposition that the financial statements
as a whole are fairly presented are of such a nature
that even an experienced auditor is seldom convinced
beyond all doubt with respect to all aspects of the
statements being audited.

Chapter 3 focuses on audit evidence and provides you
with suggestions for determining if the audit evidence
relating to soft accounting information is persuasive.
3. Use the notes to the financial statements to communicate
important information about the soft accounting information.
Remember that the financial statements include both the
amount of the item (for example, an accrued contingency
loss reported on the balance sheet) and the description
of the item (the nature of the contingency disclosed in
th e n o te s ) . T h e n o te s to th e fin a n c ia l s ta te m e n ts c a n b e

used to communicate important assumptions and other
information that lets the financial statement users make
informed judgm ents about the item reported in the
financial statements. Chapter 4 focuses on the disclosures
relating to soft accounting information.
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If I’m New to the Client or Industry, How Do I Get Up
to Speed?
An in-depth understanding of a client or its industry can
make it much easier to audit soft accounting information.
An auditor who is experienced in an industry can: (a) quickly
identify an issue related to soft accounting information and
(b) have a basis for recognizing whether the client’s position
on the issue is reasonable.
What should you do if you’re new to an industry? How do
you get up to speed on the areas to watch out for and what
might be reasonable? Try a combination of the following.
• Call an expert. Most practitioners are quite willing to
help their colleagues and share their expertise.
Advantages: Phone calls allow for give and take; you can
ask for clarification and follow-up information. Casual
conversation allows for more direct advice, someone
willing to “tell it like it is.” Disadvantages: You may have to
wait several days or even longer for someone who doesn’t
know you to return your phone call. Tips: It helps to do a
little homework and have an idea of what you want to ask
before you place the call. The AICPA Industry Audit and
Accounting guides or similar references are a good place
to start before consulting with an expert. Also, consider
consulting more than one expert. A lot can be learned as
you compare and contrast experts’ opinions and
suggestions against each other.
Tracking Down Expert Advice
Looking for another CPA to give you advice in a specialized
area but aren't sure who to call? Start with the following:
• Your state society o f CPAs. Someone there might be able
to direct you to a practitioner close by with the special
expertise you’re looking for. (Some states have resource
listings by in d u stry .)

• Other CPAs, lawyers, and bankers. Your peers and
colleagues may know someone who can help you.
• Authors. Look in specialized accounting or industry
journals for someone who’s written an article on the topic
you're interested in.
• Associations. If your firm is part of an association with
other CPA firms or is part of an international affiliation
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of firms, the expertise you are looking for may possibly be
found within this network.
Post a message on the AICPA’s website. Take advantage
of current technology and post a message on the AICPA’s
website, AICPA Online at www.aipca.org. Advantages: On
AICPA Online you reach a wide audience and generally
get a quick response. Disadvantages: You probably don’t
know the person who’s giving you the advice or that
person’s credentials. You should keep this in mind when
considering your responses. Another disadvantage is that
you may not get a response to your query. Tips: Try to be
as specific as possible when asking a question and
provide (briefly) the relevant facts of the situation.
Talk to the financial statement user. Bankers, bonding
agents, and other financial statement users often have a
good understanding of the estimates and other soft
information inherent in the financial statements of
specialized industries. Advantages: Like talking to other
experts, this type of dialogue lends itself to give and take
and candid advice. Disadvantages: Bankers and other
financial statement users, though they may have a
working understanding, are not experts in generally
accepted accounting principles (GAAP) and generally
accepted auditing standards (GAAS). (Keep in mind that
client matters should not be discussed directly with the
client’s bankers; find someone not involved with the
client to speak with or obtain the client’s permission to
speak with their banker.)
AICPA Industry Audit and Accounting Guides. This may
be the best place to start before asking pointed questions
of the experts. Advantage: Industry audit and accounting
guides provide a broad background of the industry and
identify areas hard to audit and areas of risk. Disadvantage:
Guides may not be available for certain industries or for
issues that cut across several industries, for example,
warranty reserves. As with any written medium, there’s
no capacity for give and take.
AICPA Audit Risk Alerts. Advantages: These are similar to
an Audit Guide except the issues and information is
more current. Disadvantages: Same disadvantages as an
Audit Guide. Additionally, Audit Risk Alerts are superseded
each year, and old Risk Alerts are not available through
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the AICPA, even though some of the information in
them may be relevant to your current audit.
• AICPA Technical Practice Aids (TPAs): Inquiries and
Replies. Advantages: TPAs generally deal with questions
that are not directly addressed in the authoritative
literature. Disadvantages: The replies are based solely on
the facts presented, and are applicable only if the
circumstances are not changed. Also, as with any written
medium, there’s no capacity for give and take.
Key Points
Practice Tips for Auditors—in General
• Be alert for the presence of soft accounting information
and subjective estimates contained in your client's
financial statements. See the exhibit “Examples of Soft
Accounting Information in a Small Business Audit” on
page 13, for some examples.
• Plan early for auditing the areas that include significant
soft information. D on’t save these until the last minute.
• If you’re new to a client or industry, take extra steps to
get up to speed and identify the problem areas.
• Your objective as an auditor is to obtain evidence that
provides you with a “reasonable basis for forming an
opinion.” Rarely will you be able to obtain evidence that
will convince you beyond all doubt.
• Use the financial statement disclosures to provide
additional information about soft information.

8

CHAPTER 2: Planning for the Audit of Soft
Accounting Information
I dentify Soft
A ccounting
I nformation
E arly in
the Audit

As an auditor, your overall audit objective is to obtain
evidential matter to support your opinion on the financial
statements. One of the keys to obtaining evidential matter
in support of soft accounting information is to identify the
issues early in the audit.
The Client’s Responsibilities Versus
the Auditor’s Responsibilities
The client is responsible for making assumptions about
future events or other judgm ents that relate to accounting
estimates or other soft accounting information.
The auditor is responsible for assessing the audit evidence
supporting the soft information and drawing a conclusion
as to whether m anagement’s estimates and assumptions are
reasonably supported. The auditor is not responsible for
making the estimate.
As a practical matter, on many small business engagements
the client looks to the auditor for advice on how to go about
making an estimate or what might constitute a reasonable
assumption. When put in that position, make sure your client
understands that they must bear the ultimate responsibility
for the estimate or assumption.

Why It Pays to Get Involved Early
• It may take time to gather high-quality information necessary to
make the estimate. In chapter 3 we introduce the concept
that your “comfort” with soft accounting information
comes from knowing the client has a good process for
making an estimate and that the key assumptions
underlying an estimate are of high quality. When soft
accounting information is generated at the last minute,
for example, to meet a reporting deadline, there is a
tendency to cut corners both in the process itself and in
the underlying assumptions.
• It may take time to educate management on their need to
make an estimate. Many clients may not understand the
accounting rules and the requirement for them to make
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estimates in certain situations. You will have to bring them
up to speed on these matters, which takes time.
• The closer you are to issuing the report, the more inflexible
management is likely to be toward alternative assumptions.
The assumptions underlying soft accounting information
are subjective and given the same information, different
people may come to different positions. Typically, the
closer you are to issuing the report, the more entrenched
management becomes in their position on the
assumptions. Convincing management to consider
alternative assumptions can be difficult if they have
already committed to key financial information such as
net income.
The following example illustrates why it pays to get
involved early.
Mr. Jones (environmental liability). Andrea Auditor
provides services to The Jones Group, including audits
and reviews of the various entities controlled by
Mr. Jones and preparation of all tax returns, including
Mr. Jones’s personal return. Mr. Jones is considering
expanding his businesses and has approached the
bank for a loan. In addition to the financial statements
of the Jones group, the bank requires Mr. Jones to
provide a set of personal financial statements, reviewed
by Andrea Auditor. Since Andrea is familiar with Mr.
Jones’s business, he assumes she can review the
financial statements and get them to the bank at the
end of the month.
Mr. Jones is an investor in a limited partnership that
owns an office building. Mr. Jones is one of four
limited partners in this partnership. Several years ago,
asbestos was discovered in the office building. Slowly,
floor-by-floor, the asbestos has been removed from the
building. After litigating the matter, it was determined
that the limited partners were ultimately responsible
for the cost of the asbestos removal and were required
to contribute additional capital to the partnership. Mr.
Jones has made his “capital calls,” and intends to make
all additional required contributions.
Not all investors have the financial resources to make
these capital calls. Under the terms of the partnership
agreement, investors who fail to make required capital
calls forfeit a portion of their partnership interest,
depending on the amounts paid by the other partners.
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When it came time to prepare Mr. Jones’s personal
financial statements, Andrea started with the tax return
and used it to create GAAP-basis financial statements,
including footnotes. Thinking that the review procedures
would be relatively straightforward, she set the financial
statements aside and moved on to another project that
needed her immediate attention. Three days before
the financial statements were due at the bank, she
picked them up and began to work on the review
procedures. It was then she discovered her mistake.
In “translating” the tax return to GAAP-basis financial
statements, she focused on the items listed on the tax
return, in this case, she only considered Mr. Jones’s
asset relating to the investment in the limited
partnership. She forgot about the contingent liability.
She was now in a difficult position. Based on the facts
and circumstances, the loss was “probable,” but could
the amount of loss be “reasonably estimated?” She knew
how much Mr. Jones had paid to date to cover the
asbestos removal, but she had no idea how much more
he might have to pay. If other limited partners backed
out of the deal, would Mr. Jones have to pay a higher
percentage of the total costs?
She called the bookkeeper to the partnership who
referred her to the lawyer. The lawyer was out of town.
Mr. Jones told her, “I d o n ’t know exactly where we are
on this asbestos situation, but my understanding is that
we’re almost done. I’m going to the bank tomorrow.
Can you finish your final report by then?”

In the example above, the auditor is in a difficult position.
Should she:
• Take Mr. Jones’s assumption that “we’re almost done” to
mean that any further contributions on his part will be
immaterial?
• Assign a percentage, say 15%, to Mr. Jones’s assessment
of what remains to be done and accrue an am ount based
on that assumption as a contingent liability?
• Delay the issuance of the financial statements until the
issue can be resolved?
None of these options is very satisfactory. Given time, if she
had identified the issue early in the engagement, she would
have had a better chance of helping the client gather the
information needed to make a reasonable estimate of the loss.
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It will also take Andrea time to convince Mr. Jones of the
need to accrue a contingent liability. In the Mr. Jones
example, Mr. Jones, the individual, is a tax client. All
discussions with Andrea regarding the limited partnership
have been in that context. Tax rules do not require him to
estimate what his future payments to the limited partnership
will be, and so h e’s never had to consider it before.
Depending on Mr. Jones’s level of expertise in accounting
matters and his temperament, Andrea may have a difficult
time convincing him that “we’re almost done” is not a
sufficient measuring of contingent loss under FASB
Statement No. 5, Accounting for Contingencies. If the client
wishes a clean opinion, her only choice is to delay issuing
the financial statements until the issue is resolved.

F o cu s on Areas
of R isk

As an auditor, focus your planning efforts on high-risk
areas. Because their subjective nature makes them
susceptible to misstatement, estimates and soft accounting
information are generally a high-risk area. But some
estimates are less risky than others. The following example
shows how risk is reduced when a procedure is in place for
monitoring soft information.
Charles A. Sacks (Inventory). Charles A. Sacks, Ltd.
designs and manufactures high-quality wall covering.
They sell exclusively to commercial space planners
and designers for use in commercial office buildings.
As one of the procedures used to m onitor inventory,
the company produces a monthly report that shows
monthly sales, annual sales to date, and backlog for
each product. This report helps management gauge
the profitability of the designs and is also used to
manage inventory and to identify slow-moving items
for writedown.

In this example, the entity recognizes the need to
identify slow-moving inventory, and they have an
established procedure for doing so. Once the auditor of
Charles A. Sacks decides on an audit approach for testing
the valuation of inventory, that approach can serve as a
starting point for the design of subsequent audits. This is
an example of an accounting estimate that has lower risk,
assuming the entity’s process is a reliable one. Chapter 3
discusses some of the things to consider that make a
process reliable.
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When the client does not have an established procedure
for making estimates or when prior year’s workpapers are
not an adequate starting point for the current year audit, a
higher audit risk generally results.
The following situations may indicate increased audit risk
due to the presence of estimates and other soft accounting
information. When planning your audits pay particular
attention to:
• The issuance of a new accounting pronouncement. Soft
accounting information is becoming more prevalent
in the accounting literature, and it is likely that future
accounting pronouncements will continue to use
estimates and other soft information. When becoming
familiar with a new accounting pronouncement, be alert
for recognition and measurement issues that are based
on management’s intended actions or other future events.
• The company offers a new product or service. A new product
or service can change the assumptions underlying soft
accounting information. In the Grill Company example
in chapter 1, the m anagement of Grill Co. was required
to estimate an allowance for warranty losses of a new
product. Suppose that, historically, Grill Co. provided a
warranty allowance of 1% of sales each year, which is
supported by the company’s warranty history. To assume
a 1% warranty allowance on the new product may not be
appropriate since the return experience on this new grill
may vary from the company’s traditional line of grills.
When planning the audit of Grill Co., you would want to
know what evidence is available to support the assumption
that warranty losses on the new product will not be
materially different from the company’s past history.
• The company offers existing products or services to different
customers. A different set of customers may also affect the
underlying assumptions. In the Charles A. Sacks example,
Charles A. Sacks sold their wall covering exclusively to
commercial buyers. Suppose they decided to design and
market wall covering for use in private homes and to sell
this product through retail outlets directly to the customer.
The assumptions underlying certain estimates, for
example, the allowance for doubtful accounts, may be
different for retail homeowners than for wholesale,
commercial customers.
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• A first-year client or the client’s first audit. Make sure you
completely identify all soft accounting information the
first time you audit a client. As m entioned earlier, many
clients may not be aware of their responsibility to make
accounting estimates, and their accounting systems may
not provide the necessary information.
• A change to GAAP-basis financial statements from financial
statements prepared on an Other Comprehensive Basis of
Accounting (OCBOA). The preparation of cash- and
tax-basis financial statements may not require estimates
and soft accounting information to the same degree
required by GAAP-basis financial statements. In the Mr.
Jones example, the CPA “translated” tax-basis statements
into GAAP, and in the process discovered a contingent
liability that previously (on a tax basis) had not been
an issue.

D etermine W hat
Your C lient H as
D one to M ake
and Support
the E stimate

Once you identify the areas that require soft accounting
information, find out what information the client has available
to make the necessary judgments. You will want to know if
the information used by the client is sufficient and relevant,
whether the source of the information is reliable. You should
also familiarize yourself with the model management used to
make the estimate. Is it a logical and reasonable approximation
of the underlying situation? As an auditor, start with what
the client has already done and build on that.

What If My Client Hasn’t Done Anything?
On many small business engagements, the client needs the
help of their CPA to make certain estimates or determine
soft accounting information. For example, it’s not unusual
for some small business clients to ask for their CPA’s help
in determining an allowance for loan losses, warranty
losses, self- insurance claims, or inventory writedowns.
How is an audit affected when a client has no system for
m a k in g estim ates?

When faced with this situation, you should consider:
• How im portant is the estimate to the ongoing operations
and day-to-day management of the company?
• How material is the estimate to the financial statements?
Consider the following two situations.
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Franklin Electrical (percentage-of-completion). Franklin
Electrical is an electrical subcontractor that recognizes
revenue using the percentage-of-completion method.
Under this m ethod, revenue on long-term contracts is
recognized as the jo b is completed, based on the ratio
of costs incurred to date to total estimated final costs.1
The auditor for Franklin Electrical selects several
jobs in progress as of the balance sheet date and asks
for detailed cost accumulation records. “We don’t
break them down by jo b ,” says the controller. “It’s
too complicated.”
“How do you know how much of the total costs to
allocate to each job?” asks the auditor.
“Ben just has a feel for those things.” (Ben is the owner.)
“What about estimated costs to complete? How do you
know your percentage is complete on each job?”
“Ben knows,” says the controller. “Experience.”
Charles A. Sacks (continued). Charles A. Sacks is a
profitable company that designs and manufactures
wall covering. They consistently generate cash flow
from operations, and the entity has no outside debt.
Three years ago they manufactured the highly successful
“Wall Street” line, which required expensive, specialized
printing equipment. The firm no longer makes the
Wall Street line, and all remaining inventory has been
written down to market. The equipm ent is idle.
With the issuance of FASB Statement No. 121,
Accounting fo r the Impairment o f Long-Lived Assets and
fo r Long-Lived Assets to Be Disposed o f (which provides

guidance on the impairm ent of fixed assets), the
entity must now consider whether the equipm ent used
to manufacture the Wall Street line is impaired and
should be written down to fair value. The auditor for
Charles A. Sacks asks the controller, “Have you
estimated the future cash flows from this equipm ent
to determine whether it’s been impaired?”
“I’ve never even considered doing that,” said the
controller.

1 For example, if the company has incurred $1,000 of costs as of the balance
sheet date on a job it expects to cost $2,000, then as of the balance sheet
date, it would recognize 50% of the total estimated revenues it expects to
receive on the contract.
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In both of the above situations, the client is required to
make an estimate, and in each situation, the client has no
process or established procedures to make this estimate.
However, the audit risks associated with these situations are
quite different.
In the Franklin Electrical example, estimates of
percentage complete (which includes costs incurred to
date and estimated costs to complete each job) are vital to
the ongoing management of the company. Management
needs to know how actual costs compare to budget to
make the corrections necessary to ensure profitability.
Estimates of percentage complete determine the amount
of revenue to be recognized for the period, which in turn
impacts the balance sheet. Thus, these estimates pervade
the financial statements.
In a situation such as this, when the estimates or soft
accounting information are vital to the management
of the business and are pervasive throughout the financial
statements, the client’s lack of a process for making
these estimates should lead you to consider whether the
entity is even auditable. If you conclude that the entity is
auditable, then you should consider whether the client’s
inability to make the estimates is a material weakness in
internal control.
In contrast, Charles A. Sacks’ lack of a process to estimate
the cash flows from certain production equipment probably
wouldn’t lead you to conclude that the entity is unauditable.
It is unlikely that the lack of a process would be considered
a material weakness in internal control. The difference is
that the estimate itself is not vital to the operations of the
entity. The impact of the estimate is limited to one balance
sheet account in an area (fixed assets) that may not be
material to the financial statements.
If you were the auditor of Franklin Electric, you might
c o n s id e r th e e n tity u n a u d ita b le a n d w ith d ra w fro m th e

engagement. If, however, you continue with the audit,
you may conclude that m anagem ent’s estimate is
unreasonable and that its effect is to cause the financial
statements to be materially misstated. If this is the case
then you should express a qualified or an adverse
opinion. If you were the auditor of Charles A. Sacks, you
would continue on with the audit and help the client
make the necessary estimate.
16
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H elping Y our
C lient M ake
and Support
A ccounting
E stimates

As a practical matter, on many small business audits you are
likely to encounter situations like the one confronting the
auditor of Charles A. Sacks. In these situations, you will
have to help the client make and support the accounting
estimate. The following describes an approach for helping
your clients do this.
1.
2.
3.
4.

Educate the client on the need for the estimate.
Help your client develop a model for the estimate.
Help your client identify the key assumptions.
Help the client gather information necessary to make
the key assumptions.
5. Have the client make the assumptions.
6. Help your client calculate the estimate based on the
client’s assumptions.

Educate Your Client on the Need for the Estimate
Step one is to educate your client on the need to develop
the estimate or other soft accounting information. Many
clients simply don’t know what’s required. The most
common reasons for this lack of understanding are:
• A change in an accounting pronouncem ent. GAAP is
changing constantly, and in many cases, the new
accounting rules are based on soft information. Many
clients find it difficult to keep up with the changing
requirements, and this role falls to you.
• Accrual versus cash-basis accounting. Many clients think
in terms of the cash basis of accounting. For example, it
may be counterintuitive for a layperson to understand
the need to recognize a warranty loss on an item that was
just sold. Why book the loss now; why not wait until the
item is actually returned?
When your client lacks a process for making estimates or
determining soft accounting information, one of the first
steps in the audit planning process should be to educate
your client and help them understand why such an
estimate is necessary.
Educating Your Client—What Works
One of the first jobs in an audit may be to explain to your
client the need for them to make an accounting estimate.
Here are some suggested approaches.
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The Ones That Work
1. “Everyone else does it this way”. It helps if you can tell your
client that all your other clients or others in the same
industry make the estimates they find unnecessary. If you
tell your client that something is the standard operating
procedure for all businesses, it will be hard for them to
argue that they should be the exception to the rule.
2. “I t’s better to take the ‘hit’ now and get it over with”. This
argument works well for convincing clients to recognize
contingent losses in the current period (when the loss
is probable and the am ount can be reasonably
estimated) rather than waiting until the loss is certain
and the am ount is known for sure. Remind the client
that the credibility of their financial statements will be
questioned if they take a large loss just after the release
of their financial statements.
3. “I t’s tax deductible”. Occasionally, a contingent loss or
other accounting estimate can lead to a deduction on
the entity’s tax return. Your position is even stronger if
it results in a deduction on the owner’s personal return.
The One Approach to Avoid
4. “FASB Statement No. XX says. . . .”Most clients do not find
quotes from technical accounting pronouncements to
be very convincing. It’s important for them to understand
that the position you’re taking is required by GAAP, but
this shouldn’t be your only means of educating them on
the need to make a required estimate.
In the example of Charles A. Sacks, it may be difficult for
the client to understand why, all of a sudden, they need to
make cash flow estimates on equipment that’s been sitting
idle for several years.
You might begin by explaining the requirem ent was caused
by a recently issued accounting pronouncement. You could
say th a t m a n y o f y o u r clien ts a re fa c e d w ith th e sam e

dilemma and though they don’t necessarily like it, all your
other clients are going through the same exercise.
The management of Charles A. Sacks understands the need
to recognize inventory writedowns on slow-moving items
(see Charles A. Sacks example). You might explain that
when the company takes a loss on slow-moving inventory that
doesn’t sell, they should also consider booking a loss on the
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specialized equipment relating to that inventory. If they’ve
incurred a loss on the inventory, haven’t they also incurred
a loss on the equipment whose only function is to make
that inventory?

Help Your Client Develop a Model for the Estimate
As described in chapter 1, a model is no more than a
simplified, scaled-down representation of the situation to
be analyzed. Usually, these models are expressed in terms
of mathematical equations, which in some instances may be
fairly straightforward. In the Grill Co. example in chapter 1,
Grill Co. needed to estimate an allowance for warranty
losses on a new gas grill. The model for developing that
estimate does not have that many variables: how many grills
management thinks they’ll have to repair multiplied by the
cost to repair each grill.
In other situations, you and the client may have to be a
little more creative.
Mr. Jones (continued). Mr. Jones is preparing personal
financial statements, which include a contingent liability
related to asbestos removal on one of his investment
properties. An estimate of the future costs of the
asbestos removal can be made based on the costs
incurred to date. For example, if $1,500,000 has been
incurred to remove asbestos from the first fifteen
floors of a twenty-story building, you might project it
will cost another $500,000 to remove the asbestos from
the remaining five floors.
But should your model include a “learning curve”
factor; that is, will the construction crew work faster
(at less cost) on the last five floors than they did on
the first five floors? What if each floor of the building
was configured differently, and, as a result, no two
floors contained exactly the same amount of asbestos.
How will your model take that into consideration?
Remember that the overall objective of your model is
to estimate the liability for Mr. Jones individually—the
total remaining costs of asbestos removal will be split
between the limited partners. Some of the original
partners have refused to pay their share of the removal
and have forfeited their interest in the partnership.
How many more partners will refuse to pay their share
of the remaining costs, leaving it to Mr. Jones and the
other participating limited partners?
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Charles A. Sacks (continued). The m anagement of
Charles A. Sacks must estimate the expected future
cash flows (undiscounted) from machinery that sat
idle for a num ber of years. If those cash flows are less
than the carrying amount of the machinery, they must
estimate the fair value of the machinery and reduce
the carrying am ount to that am ount in accordance
with FASB Statement No. 121.
The starting point for estimating future cash flow is
m anagem ent’s intended use for the machinery. “It’s
still good equipm ent,” says Mr. Sacks. “We’re planning
a new line based on an acrylic/viscose blend, and I
think we can refurbish that old equipm ent with some
new parts and it’ll be perfect.”
In this case, your model for estimating the future
cash flows would require estimates of the cost of
refurbishing the old machinery and the cash to be
realized through the sale of the new product line. The
model also should consider items such as the period
of time to be covered, and the cash inflows and the
cash outflows to be included.

In most instances, developing a model for the preparation
of soft accounting information will be a jo in t effort
between you and your client. As a CPA, you have the
analytical skills to frame the issues and assist your client
in building the model, and the client knows the business
and the industry.
Grill Co. (continued). Grill Co. manufactures gas grills
and provides a warranty covering the heating element.
They have recently developed a new heating element
for the GrillMate 2000.
You have decided to build your model based on the
company’s past experience with the reliability of their
heating elements. You ask the owner, “How reliable is
that new heating element compared to the old
heating element?”
“Very reliable,” says the owner. “We expect failures of
this new heating element to be 10% of what they were
for the old heating elements.
“Fine,” you say. “We’ll assume that returns of the new
units will be 10% of the returns of the old units.”
“The only problem with that is the GrillMate 2000
comes with two heating elements,” says the owner.
“The way they’ve been engineered, if one fails, we
20
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usually like to replace both. This should be figured in
your equation.”

In some situations your client may need to solicit the help of
an outside expert (for example, an appraiser, or engineer)
to help develop the appropriate model.
Build Your Model Assuming You’ll Be Able to
Get High-Quality Information
Many practitioners make the mistake of building a model
based only on the information they know exists. As a result,
they compromise their estimation process very early on. In
the Mr. Jones example, “How do I know how many limited
partners will back out of this deal? If half of them have
backed out so far, I’ll estimate that half the remaining will
back out before all the asbestos has been removed.”
Try to avoid this mistake. Build your model based on the
assumption that you’ll be able to get the high-quality
information you need. H ere’s why:
• Just because you don’t know about it doesn’t mean it doesn’t
exist. The am ount of information now available is
staggering. With advances in technology, the retrieval of
that information is becoming quicker and cheaper.
• You can always use lower-quality information later in
the process. If the cost of obtaining the best possible
information is not worth the benefit, you can always
choose a cheaper option later in the process.
• The soft information is only as good as the assumptions and
process supporting it. Aim high when helping the client
design a process and gather information to make
assumptions. As an auditor, you’ll be much more
comfortable with the final results of the process.

Help Your Client Identify the Key Assumptions
As you and the client begin to build a model for developing
a n estim ate, “flag ” th e key assu m p tio n s th a t g o in to th e

estimate. In our above examples, the key assumptions
relate to:
• Asbestos removal liability (Mr. Jones example)
- The relationship between the remaining costs of the
asbestos removal and the costs incurred to date.
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- W hether the remaining limited partners will continue
to pay their share of the removal costs.
• Cash flows relating to certain machinery (Charles A. Sacks
example)
- The cost of refurbishing the machinery.
- W hether the company will produce and sell their new
acrylic/viscose line of wall covering.
• Warranty of gas grills (Grill Co. example)
- W hether the reliability of the new heating element is
related to the reliability of the old heating element.
- W hether management plans to replace faulty starter
switches, even though starter switches are not
explicitly covered in the company’s written warranty.
At this point in the process, it’s not necessary for management
to make any assumptions. All you want to do is help
m anagement identify the key assumptions that will serve as
the foundation for the estimate.

Help Your Client Gather Information
Once you and the client have developed a model for
making an estimate, you may need to help them gather the
information necessary to make the key assumptions.
Where to Go to Find the Information You Need
• This book. Appendix B is a listing of possible sources
of information available to help develop or audit soft
accounting information.
• The client. The client may be aware of specialized industry
publications or other sources that contain information
unique to their field.
• Industry trade associations. There are literally hundreds of
trade associations, and many of them publish financial
a n d o th e r in fo rm a tio n y o u m ig h t fin d u sefu l. U n s u re

if there’s a trade association for your client’s business?
Consult the Encyclopedia of Associations, which is available
at most business libraries.
• A business librarian. Librarians are highly educated
professionals, trained in the retrieval of information.
It is their job to know where to look for information. For
your purposes, the best librarians are usually found at—
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-

The business school of your local university
The reference desk at a public library
T h e AICPA
The local office of a national accounting firm

As you and the client begin to gather the information, you
need to evaluate whether it is suitable for your purposes.
Three questions to ask of the information you gather are:
1. Is the information relevant? The dictionary defines
relevant as “bearing upon or connected with the matter
at hand.” In other words, there must be some logical
connection between the information you’ve gathered and
the accounting estimate you are helping to determine.
When assessing whether information is relevant, consider:
• Its timeliness. For example, in estimating Mr. Jones’s
asbestos removal liability, you might gather
information on the costs incurred to date. But what if
the first phase of the removal project was performed
five years ago? How relevant is that information? Have
costs such as labor increased during that time? Have
there been changes in technology that allow for the
asbestos to be removed quicker and cheaper than in
the past? Timeliness alone cannot make information
relevant. But a lack of timeliness can rob information
of relevance it might otherwise have had.
• How closely the information correlates to the situation at
hand. For example, the warranty reserve for the
GrillMate 2000 is based on the assumption that heating
element failures on older model grills are a good
predictor of heating element failures on the new grills.
How similar are the two heating elements? Are they
similar enough that it’s reasonable to use the historical
results of one to predict the future results of the other?
• Whether the information source is similar to your client.
For example, the estimated cost of refurbishing the
machinery for Charles A. Sacks may be based on what
it cost another client to refurbish similar machinery.
But if that other client had the work perform ed by a
related party, that information loses relevance
because Charles A. Sacks is not in that same situation.
2. Is the information reliable? The reliability of information
rests on the faithfulness with which it represents what it
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purports to represent. For example, if the management
of Grill Co. says, “O ur failure rate for the old heating
element was one in one thousand” you should consider
the reliability of that information and how accurately it
reflects what truly happened. When assessing reliability,
consider whether the information came from sources
inside the entity or external sources.
• Internal sources. When evaluating the reliability of
information generated within the entity, consider
whether it was derived from the audited financial
statements or subject to auditing procedures in the
past. In the example of the failure rate of Grill Co.
heating elements, you may have perform ed audit
procedures in the past relating to that statement.
In the cases where information is derived from
unaudited sources, consider the overall reliability
of the client’s accounting system. Information is
probably less reliable in those situations where
your past experience indicates that the client’s
bookkeeping is shoddy and you normally post a
num ber of adjusting entries before preparing the
financial statements. Information also is less reliable
if you have concerns about management’s integrity.
• External sources. When using information from
published third-party sources, be alert for natural
biases that may be inherent in the way the
information was gathered. For example, industry
financial information derived from a small pool of
companies is less reliable than information derived
from a larger pool of companies.
3. Is the information sufficient? In some situations, information
from only one source may not be sufficient. For example,
the estimate of Mr. Jones’s asbestos removal liability is
based on the estimated cost of asbestos removal for the
remaining part of the building. The partnership
bookkeeper and lawyer are intimately familiar with the
asbestos removal process and have a good understanding
of what remains to be done. But is their input enough?
Consider talking with the contractor who is doing the
actual work to get his estimate of the cost to complete
(with client approval).
Whenever possible, it’s usually a good idea to compare the
information used by the client to historical data. Consider
whether deviations from historical patterns make sense. For
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example, the management of Grill Co. believes the failure
rate on the new heating elements will be 10% of the failure
rate of the old heating elements. What information do they
have to support that opinion?
You should also be alert for situations where future results
should vary from historical trends. For example, if the
estimate of future asbestos removal costs is based on an
extrapolation of past costs, you should question whether
that relationship is truly expected to exist.

Have Your Client Make the Assumptions
Up to this point, you and the client have been involved in a
collaborative effort to develop an accounting estimate.
Together, the two of you have: built a model for developing
the estimate, identified the key assumptions, and gathered
the information necessary to make those assumptions. You
have served as an advisor to your client, but now it is time
for you to change roles and serve as an auditor.
Choosing the assumptions underlying the estimate is the
responsibility of the client. As an auditor you should be
careful not to make decisions for management. Make sure
the client understands their responsibility.
Invariably, the client will ask, “How do I know I’m making
the right decisions? I want to come up with a num ber you
can live with.”
In response you should convey to your client that it’s not
“the num ber” you live with, it’s the process and assumptions
underlying the num ber you need to get comfortable with.
When clients ask for guidance on how to make an appropriate
assumption, explain to them that as an auditor, you consider:
• Consistency. The assumptions need to be consistent with
each other, the historical data and other information you
have helped gather, and any relevant industry data.
• Known changes or trends. The assumptions should take
into consideration planned changes or trends in the
business or industry that may cause other factors to
become significant to the assumption. For example, if
technological advances in asbestos removal are making
the process quicker and cheaper, that trend should be
reflected in the assumptions.
• Management’s plans. The assumptions have to reflect
managem ent’s plans for the future. For example, the
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estimate of expected future cash flow for the equipment
of Charles A. Sacks is based on the assumption that the
company will refurbish the equipment and use it to
manufacture a new product line. That plan, to start a new
product line and use the old equipment, should be what
management intends to do, not merely what they could do.

Help Your Client Calculate the Estimate
The last step in developing an estimate is to put the client’s
assumptions into the model and perform the calculation.
When preparing an accounting estimate it’s easy to focus
on the calculation, to spend time running the numbers.
In fact, the calculation is the least important step in the
process because the results of the calculation are only as
good as the input that went into it.
How Much Time Should I Realistically Spend Helping the Client
Make an Estimate?
In a perfect world, you’re right, I ’d take the time to go and
research all this information, I ’d send the sta ff to the library,
read up on the subject. B ut the reality o f the situation is that
we d o n ’t have that kind o f time in the budget, and the client
w on’t pay us to spend eight hours in the library researching
the repair history and resale value fo r a piece o f specialized
printing equipment.

When considering how much time and energy to spend
helping your client develop an accounting estimate, you
should consider how much risk you are willing to live with.
The less time and effort you and your client spend in
developing an estimate, the greater the risk that the
estimate will be wrong. In some cases, the estimate itself is
immaterial to the financial statements—even if the amount
of the estimate was completely wrong, the effect would not
be material. In those instances it makes sense to devote less
time and fewer resources to developing the estimate.
In other cases, the estimate is material to the financial
statements, and as an auditor you will want to reduce the
risk that the estimate is wrong.
How Much Risk Can I Live With?
The question of how much risk you’re willing to live with is
related to your judgm ent of what you consider material to
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the financial statements. Materiality judgments are primarily
quantitative in nature, but they also contain many qualitative
characteristics. For example:
• An item may be material if it reverses the trend of a key
item or ratio.
• An accounting change that puts an enterprise in danger
of being in breach of a covenant may justify a lower than
normal threshold.
• A failure to disclose separately a nonrecurrent item of
revenue may be material at a lower than normal threshold
if the revenue turns a loss into a profit or reverses the
trend of earnings upward.
• A misclassification of assets that would not be material in
amount if it affected two categories of plant or equipment
might be material if it changed the classification between
a noncurrent and a current asset.
• Amounts too small to warrant disclosure or correction in
normal circumstances may be considered material if they
arise from abnormal or unusual transactions or events.
In addition to audit risk, remember that you also are exposed
to loss or injury to your professional practice from litigation,
adverse publicity or other events arising in connection with
financial statements you have audited and reported on.
This exposure (so called “business risk”) is present even
though you have perform ed your audit in accordance with
generally accepted auditing standards.
In some situations it may be difficult to determine whether
it’s worth the extra effort to do extensive research on a
client’s accounting estimate. On one hand, the item is not
material, but on the other, it may be worthwhile to do
additional research. The following are two examples of
where extra effort may be worthwhile even though the
estimate is not material to the particular client or the costs
of the effort will not be recovered from the existing client.
• Does the answer have value to other clients or potential clients ?
For example, suppose that in addition to Mr. Jones, you
audited the financial statements for other limited partner
investors who had the responsibility to pay for asbestos
removal. The answer to Mr. Jones’s question (how much
is Mr. Jones’s share of the contingent liability) requires
an estimate of the total liability for the asbestos removal.
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That information has value to the other investors, and
the cost of making that estimate of the total liability can
be shared by them all.
• Will the process teach you a valuable skill that later clients will
pay for? For example, suppose you helped your client
estimate the fair value of an investment in a privately
held company. Helping to calculate that estimate
required you to spend many hours becoming familiar
with business valuation techniques. This skill is
something you can use again in the future and sell to
other clients.

O ther T hings to
C onsider D uring
the P lanning
P rocess

The need for a specialist. The development of some types of
soft accounting information may require a specialist, for
example, an appraiser, an engineer, or an environmental
consultant. The need for a specialist should be considered
during the planning phase of the audit. Additional guidance
on using a specialist is provided in SAS No. 73, Using the
Work of a Specialist (AICPA, Professional Standards, vol. 1,
AU sec. 336).
The types of audit evidence you ’ll need to support the soft
information. During the planning phase of the audit, you
should give some consideration to the type and am ount of
audit evidence you expect and will need in order to support
the soft information. These needs should be discussed with
the client early in the audit. For example, if you need a cash
flow projection or a resolution from the board of directors
in order to become comfortable with soft accounting
information, you need to tell your client as early as possible.

Practice Tips for Auditors—Audit Planning
• Draw a clear line between your responsibilities as an auditor
and the client’s responsibilities. If you help clients form an
estimate, make sure they understand that ultimately they
must bear the responsibility for the estimate.
• Focus on areas of risk. Use the list of red flags provided
on page 23 to identify possible high risk areas.
• Start with gaining an understanding of what the client
has done to make and support the estimate. Build your
audit approach and procedures from there.
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• Be alert for those situations where you are actively
involved in helping the client form an estimate or make
assumptions underlying an estimate.
• Educate your client on the need to make the estimate.
• Help develop a model—a simplified, scaled-down version—
of the estimate. Make this a collaborative effort between
you and the client.
• Identify key assumptions. The quality of the resulting
estimate is only as good as the underlying assumptions.
• Help the client gather information. Make sure it’s relevant,
reliable, and sufficient.
• Have the client make the assumptions. Do not make the
assumptions for the client.
• Test the calculation. D on’t spend too much time on the
calculation. Focus your audit efforts on the underlying
assumptions and the validity of the model.
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Audit Evidence
Audit Support for
Soft A ccounting
I nformation

As noted earlier, as an auditor, your overall objective is to
obtain sufficient competent evidential m atter to provide
you with a reasonable basis for forming an opinion on the
financial statements. For financial statement assertions
based on historical events obtaining audit evidence is fairly
straightforward, for example, you can observe inventory
that has been purchased, confirm the details of past
transactions, and examine invoices, executed contracts, or
other documents of events that have transpired.
Financial statement assertions based on soft accounting
information are different because they depend on future
events and the intended actions of management. Because soft
accounting information is future-oriented, the audit
evidence available to support that information is qualitatively
different than the evidence to support past transactions
(how can you confirm the terms of a transaction that may
take place in the future?)
The purpose of this chapter is to describe how to obtain
sufficient competent evidential m atter for soft accounting
information, absent the kind of evidence you might
normally find in support of “hard” accounting information
(that is, accounting information based on past events).

How Do I Get Comfortable With Soft
Accounting Information?2
Auditors often speak of being “comfortable” with certain
amounts or disclosures included in the financial statements.
In general, audit “comfort” comes from the process of
gathering and assessing audit evidence.
When working with soft accounting information, look to
the following two sources to provide you with “comfort:”
2 Authors’Note. Some of the following guidance contained in this chapter
was adapted from the AICPA Audit and Accounting Guide, Guidefor
Prospective Financial Information (the “Guide”). Any similarity between the
language used in this publication and the language contained in the
Guide should not be interpreted to imply that auditors should apply the
provisions of the Guide to the audit of soft accounting information
prepared in accordance with GAAP. The Guide is applicable only to
accountants who prepare or provide services on prospective financial
statements or partial statements of prospective financial information.

31

Auditing Estimates and Other Soft Accounting Information

■■I
• The process used to develop it
• The quality of any assumptions

Qualities of a Reliable Process
The relative reliability of the process used by management
to develop the information, in and of itself, is audit evidence
in support of resulting amounts. For example, you know
that if management “ballparks” a num ber with little or no
rationale, the risk of that num ber being materially incorrect
is high. The opposite is also true. When management has
made a diligent, good faith effort to develop an estimate
based on all available information, the risk is reduced that
the am ount is materially incorrect.
The qualities of a reliable process are described below.
Management can develop soft accounting information
without adhering to all the guidelines presented below.
However, using a process that incorporates these guidelines
often results in a reduction of the risk that the financial
statement item derived from the soft information is materially
misstated. The process used to develop soft accounting
information need not be formalized, and, as discussed in
chapter 2, may involve considerable input from the auditor.
• The information was prepared in good faith. The development
of soft accounting information requires judgm ent, and
the client should make a good-faith effort to develop the
information. “Good-faith” in this context means:
- Making a diligent effort to develop appropriate
assumptions
- Exercising care not to mislead the financial
statement users
- Developing information that is consistent with
m anagement’s plans
For example, the m anagement of Grill Co. intends to
repair defective starter switches on their grills even
though this part is not covered by the written warranty
(see Grill Company example in chapters 1 and 2). A
warranty allowance based only on the company’s written
warranty policy (that is, an allowance that did not include
repairs for faulty starter switches) would fail to meet this
“good faith” test because it would be inconsistent with
m anagement’s plans and could mislead the financial
statement user.
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• The information was prepared using an appropriate model.
An appropriate model is one that accurately represents
the situation to be analyzed. When assessing the accuracy
of the model, you should consider the documentation
available to support key elements of the model. For
example, if a model developed to estimate sales returns
and allowances is based on a policy of allowing returns
up to 90 days after sale date, you should determine
whether that element of the model is consistent with
written policies.
The accuracy of a model can also be affected by the level
of aggregation at which the information is prepared.
Charles A. Sacks example (continued). Charles A.
Sacks must estimate expected future cash flows
from a new product line. Within each product line,
the company offers three different grades of wall
covering, and within each grade are dozens of
different designs. The designer grade is based on
intricate, highly detailed patterns that use
customized colors of the highest quality ink and
finely woven textures. The industrial grade wall
covering uses less intricate patterns, standardized
colors and textures, and good-quality materials. The
retail grade uses basic patterns, standardized colors,
and good-quality ink, and no textures at all.
An estimate of future cash flows may be based on the
product line taken as a whole (highly aggregated
data). Alternatively, the estimate could be broken
down into three separate estimates of each grade
(disaggregated data). If desired, the estimate could
be broken down even further into individual designs
within each grade (highly disaggregated data).

Generally, soft accounting models based on disaggregated
information are a more accurate representation of the
situation than those based on highly aggregated information.
• The information used was the best information that was reasonably
available at the time. Chapter 2 described the process used
to gather information to support key assumptions. A
recommendation was made that you build your model
assuming you’ll be able to get high-quality information.
Keep in mind that your model should be based only on the
information that is reasonably available at the time the
financial statements are prepared. “Reasonably” available
means that the benefits of obtaining the information are
greater than the costs. For example, a market study of
33

Auditing Estimates and Other Soft Accounting Information

customer tastes and preferences might be the best
information to have when estimating the future sales of
Charles A. Sacks’ new line of wall covering. However, you
and the client would have to weigh the costs of obtaining
such a survey against its benefits.

Qualities of the Underlying Assumptions
• Key assumptions underlying the development of the soft
information were identified. Chapter 2 discussed the need
to identify key assumptions. As an auditor, you should
pay particular attention to assumptions that are:
- Significant to the development of the soft information.
- Sensitive to variation.
- Inconsistent with historical patterns.
- Subjective and susceptible to misstatement and bias.
In order to determine whether an assumption is
“significant,” perform a sensitivity analysis by isolating
the assumption and performing various “what if" scenarios.
For example, suppose the financial statements disclosed
an estimate of the fair value of a building based on a
discounted cash flow analysis. The discount rate used in
the analysis was 14%. Is that assumption “significant?” To
find out, change it and rerun the numbers. How much
does the estimate of fair value change if the discount
rate changes by 0.5%? By 1.0%? By 2.0%? The answer
will tell you how significant the discount rate is to the
overall estimate.
Beware of the Hidden Assumptions
Be on the lookout for assumptions that are built into the
model. For example, suppose an estimate of the allowance
for bad debts is based on individual allowances for the
various categories of aged receivables: 1% for current
receivables, 5% for receivables past 30 days due, 25% for
receivables past 60 days due, etc. These percentages are
based on the company’s past history. The following are two
frequent situations that create built-in assumptions.
• Same as last year. When a model is based on past history,
the built-in assumption is that past history is an accurate
predictor of future events. In many instances this is true,
but in some cases it may not be. For example, what if the
mix of customers has changed? What if the financial
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situation of the customers has changed (such as a result
of an economic downturn in the area)? When models
are built on past performance, always ask whether the
past performance can be expected to continue. Look for
evidence that things have changed.
• Global assumptions for nonhomogeneous populations. In the
example above, suppose a customer recently declared
bankruptcy but their receivable was properly listed as
current on the aging. Under the scenario presented above,
a loss of only 1% of this bankrupt customer’s receivable
would be provided for. The reason is that built in to
the model is the assumption that all receivables listed
as current have approximately the same characteristics.
This may not be true. Be alert for models based on
broad generalizations, for example, all product lines
will grow at 5%.

Evaluating the Support for Management’s Assumptions
Once the key assumptions have been identified, you need
to evaluate m anagem ent’s support for those assumptions.
As described in chapter 1 of this book, when evaluating the
support for the assumptions underlying the soft accounting
information, you will probably have to rely on evidence
that is persuasive, not convincing. Rarely will you be able
to obtain enough evidence to be convinced beyond all
reasonable doubt. (See AICPA, Professional Standards, vol. 1,
AU sec. 326.22.)
In order for you to be persuaded, there should be a
preponderance of information to support each significant
assumption. “Preponderance” does not mean that a
statistical majority of available information points to a
specific assumption. Rather a preponderance of
information exists when the weight of available information
tends to support the assumption.
Remember: As an auditor you are not trying to conclude
that any one given outcome is expected. What you are
trying to do is determine whether certain assumptions are
supportable and in turn provide a reasonable basis for the
development of the soft accounting information.
When evaluating the support for assumptions you should
consider whether:
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• Sufficient pertinent sources of information about the assumptions
have been considered. The rest of this chapter will discuss
the sources of information you should expect to
encounter related to various types of assumptions.
• The assumptions are consistent with the sources from which they
were derived.
• The assumptions are consistent with each other.
• The assumptions are consistent with management’s plans.
• The information used to develop the assumptions is reliable.
(The reliability of information sources was discussed in
chapter 2.)
• The logical arguments or theory, considered with the data
supporting the assumptions, are reasonable.

G athering Audit
E vidence

Three Techniques for Gathering Audit Evidence
Here are three good techniques and procedures you can
use to get more “comfortable” with soft accounting
information.
1. Use hindsight.
2. Work with ranges.
3. Corroborate using alternative approaches.
Use Hindsight
SAS No. 57 recognizes that events and transactions
subsequent to the balance sheet (but occurring prior to
the completion of fieldwork) can provide strong evidence
about the reasonableness of accounting estimates or
key factors and assumptions used to prepare soft
accounting information.
Grill Company example (continued). The management
of Grill Co. estimates an allowance for warranty losses
for a new gas grill. This estimate is based on the
assumption that the failure rate on the new m odel’s
heating elem ent will be 10% of the failure rate of the
old heating element. How do you get comfortable
with the reasonableness of that assumption?
One way would be to look at the warranty claims
subsequent to the balance sheet date. What does this
activity suggest? Are warranty repairs of the new grill
running significantly lower or about the same as
repairs made to the old grills?
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Subsequent events and transactions should be used as a
way to refine estimates or confirm the reasonableness of
assumptions. You should not delay making assumptions or
estimates until all the relevant information is known. As a
practical matter, it may take a long time before all the
necessary information is known and you know for certain
the am ount that should be included in the financial
statements. When auditing soft accounting information,
uncertainties will always be present. A review of subsequent
events and transactions helps you lower the risk associated
with those uncertainties to an acceptable level.
Should I Delay the Release of the Financial Statements?
In some instances, your client may choose to delay the
release of the financial statements until a subsequent event
or transaction occurs to provide evidence about a key
transaction. In the Grill Company example, the warranty
allowance may be so material to the Grill Co. financial
statements that the client decides to delay the release of the
financial statements until enough time has passed to gauge
the reliability of the new heating element. There is nothing
in the auditing literature that requires you to modify your
audit report or otherwise prevents you from being associated
with a client who does this. Some words of caution:
• Be careful when issuing drafts. In some situations, the client
may wish to delay issuing the final version of the financial
statements, but may want you to prepare a draft. In
addition to the usual disclaimers that accompany a
draft set of financial statements (for example, “Draft.
For Discussion Purposes Only”) you should also take
additional precautions to ensure that any readers of the
draft understand their limitations. For example, draft
financial statements for the Grill Co. situation noted
above may include a footnote titled “Warranty Losses”
along with the notation (“to be written”), highlighted
with bold face or underlining followed by several blank
lines, or be more detailed about what is missing by the
notation “(to be written when. . . .).” This would alert
any reader that accounting or auditing issues relating to
warranty losses need to be resolved before the final
financial statements can be issued.
• Make sure to update your subsequent events audit procedures.
In some cases, you may finish the majority of your
fieldwork (enough to prepare a draft of the financial
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statements) only to wait a substantial period of time
before issuing the final statements. In the Grill Company
example, suppose that you finished the bulk of your
fieldwork on February 20, but waited until July 31 (well
into the gas grill season) to see how the heating element
was holding up. In situations where you decide not to
dual date your auditor’s report, you are responsible for
updating the subsequent events auditing procedures
described in AICPA, Professional Standards, vol. 1, AU sec.
560.12, Subsequent Events. (For further guidance on dual
dating of auditor’s reports, see AU sec. 530.05. Dating of
the Independent Auditor’s Report.)
Work With Ranges
Another technique for becoming comfortable with soft
accounting information is to develop a range of what you
consider to be a reasonable amount. If the client’s estimate
falls within that range, then that may help persuade you
their estimate is reasonable.
In order for this technique to be effective, the range you
develop must be meaningful. The process used to develop
a range should be as rigorous as the process described
earlier to develop a point estimate. Ranges are meaningful
when you can isolate the effects of individual assumptions.
The following example shows how working with ranges can
be an effective way to get “comfortable” with an estimate.
Mr. Jones example (continued). Mr. Jones is one of
several limited partners who must make additional
capital contributions to the partnership in order to
remove asbestos from the office building owned and
operated by the partnership. The amount of Mr. Jones’s
contingent liability depends on the remaining costs of
asbestos removal and how many of the limited partners
will remain in the partnership to split these costs.
The removal has been successfully completed for fifteen
of the twenty floors of the building. The contractor
estimates it will cost between $75,000 and $100,000
per floor to remove the asbestos from the remaining
five floors. Based on discussions with Mr. Jones, his
attorney, and the attorney for the partnership, it is
believed that as many as three and as few as zero of
the remaining partners will drop out of the partnership.
The range of Mr. Jones’s liability should be built on
the estimated ranges for these individual assumptions.
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The maximum am ount of Mr. Jones’s liability would be
based on $100,000 per floor split between three fewer
investors. The minimum amount of Mr. Jones’s liability
would be based on $75,000 per floor split between the
same num ber of investors as currently exists.

This range is meaningful because variables were isolated
and a good faith effort was made to determine the upper
and lower limits of the range.
What If the Accounting Literature Requires a Point Estimate,
But the Client Can Only Estimate a Range?
A good example of this situation is contained in FASB
Statement No. 121, relating to the impairment of longlived assets.
Charles A. Sacks example (continued). Charles A.
Sacks must estimate the expected future cash flows
(undiscounted and without interest charges) relating
to specialized equipment. If those cash flows are less
than the carrying am ount of that equipment, then an
impairment loss must be recognized. The carrying
amount of the assets is a point estimate; a single
amount. In order to apply the standard, the estimate
of expected future cash flows must also be represented
as a single amount.

In these types of situations, ranges can be recast as point
estimates if you apply probabilities to the amounts within
the range.
Charles A. Sacks example (continued). Suppose the
estimate of expected future cash flows for Charles A.
Sacks’ new product line ranged from $275,000 to
$175,000. In order to recast this range as a point
estimate, the m anagement of Charles A. Sacks would
assign a probability to the amounts within that range,
for example “the probability of us reaching the upper
limit of our range is 20%.” Once these probabilities
were established, a point estimate could be determined
based on the sum of the expected outcomes.
Amount Within
the Range

Probability

Expected
Outcome

$ 275,000

20%

$ 55,000

250,000

20%

50,000

225,000

30%

67,500
(continued)
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200,000

15%

30,000

175,000

15%

26,250

100%

$ 228,750

For purposes of applying FASB Statement No. 121,
Charles A. Sacks would use the expected outcome of
$228,750 to determine whether an impairment loss
should be recognized. The auditor in this situation
would have to assess not only the estimated amounts,
but also the reasonableness of the estimated
probabilities in order to gain “comfort” with the
expected future cash flows of $228,750.

In the above example (Charles A. Sacks), the range of
possible outcomes was quite broad, from $275,000 to
$175,000. When the range of an estimate is broad, you
should question its relevancy as audit evidence (if a given
range is wide enough, virtually any number will fall inside
it). Using a probable outcome model as described in the
above example can be used to narrow down a wide range
into something more meaningful.
Corroborate Using Alternative Approaches

Often there are alternative approaches to developing the
assumptions underlying soft accounting information.
Charles A. Sacks example (continued). The estimate
of expected future cash flows relating to the new
product line of Charles A. Sacks was based on
individual sales estimates of regional sales managers.
Alternatively, the estimate could have been made by
starting with the sales history of the most recent new
product line and adjusting for known differences
between that line and the current one.

Wide differences in the results obtained from two or more
valid models should be a red flag that causes you to investigate
further. W hen the results of two or more different models
is m inor or can be reconciled, you should gain “comfort”
with the resulting soft accounting information.

H o w to Gather
Audit E vidence for
C ertain T ypes of
S oft A ccounting
I nformation
40

There are three types of soft accounting information that
are becoming more prevalent in accounting. These include:
(a) m anagem ent’s ability and intent, (b) estimates of future
cash flows, and (c) fair value estimates. This section discusses
how to gather audit evidence for these three types of soft
accounting information.
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Management’s Ability and Intent
Management’s future plans and their positive intent and the
ability to carry out those plans are a key assumption
underlying the development of almost all soft accounting
information. For example, to estimate the expected future
cash flows relating to idle equipment, the management of
Charles A. Sacks needs to know what they plan to do with that
equipment. In this way, management’s future plans have an
indirect effect on the application of an accounting principle.
In other instances, m anagem ent’s ability and intent have a
direct and explicit effect on the recognition or
measurement of an accounting item. Examples of
accounting and auditing statements that include direct
consideration of m anagem ent’s ability and intent are:
• FASB Statement No. 115, Accountingfor Certain Investments
in Debt and Equity Securities, and determining whether an
investment should be classified as held-to-maturity.
• SAS No. 59 (AICPA, Professional Standards, vol. 1, AU sec.
341), The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern, and evaluating m anagement’s
plans to mitigate the effect of conditions or events that
indicate substantial doubt about the entity’s ability to
continue as a going concern.
• FASB Statement No. 6, Classification of Short-Term Obligations
Expected to Be Refinanced, and determining whether the
enterprise intends to refinance the obligation on a long
term basis.
• Classification of receivables from affiliates (as discussed
in Accounting Research Bulletin 43, chapter 3,
paragraph 6, and determining whether these receivables
will be collected within twelve m onths).
As a practical matter, most of the accounting pronouncements
that make direct reference to m anagement’s ability and
intent have fairly specific guidance on what is needed to
demonstrate ability and intent. For example, paragraph 11
of FASB Statement No. 6 states that an enterprise’s intent
to refinance a short-term obligation is demonstrated either
by (a) post-balance-sheet-date issuance of a long-term
obligation or equity securities, or (b) a post-balance-sheetdate financing agreement.
In practice, you should focus your attention on those
areas where m anagem ent’s ability and intent have an
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indirect effect on the estimate or assumptions underlying
the soft information.
Distinguish Between a Plan and What Management Might Do
Management’s plans are different from management’s options.
Be sure that the assumptions underlying soft accounting
information are based on m anagem ent’s positive intent to
take action. FASB Statement No. 115 describes the accounting
for certain investments in debt and equity securities.3 The
accounting for debt securities depends, in part, on whether
management intends to hold those securities to maturity.
Paragraph 59 of Statement No. 115 states:
An enterprise should determine if it has the positive
intent and ability to hold a security to maturity, which
is distinct from the mere absence of an intent to sell.
The Board believes that, if m anagem ent’s intention to
hold a debt security to maturity is uncertain, it is not
appropriate to carry that investment at amortized cost.

The authors of this publication believe this logic can be
applied to other areas for the purpose of assessing
m anagement’s intent. Positive intent to take action is not
the same as the absence of intent to take a contrary action.
The following sections will discuss the types of audit evidence
you might gather to determine whether management has
the positive intent and ability to carry out their plans.
Are Rep Letters Enough?
You should confirm m anagem ent’s intentions in the
management representation letter, but the rep letter by
itself is not enough. The relevant guidance on client
representation letters is contained in SAS No. 19, Client
Representations (AICPA, Professional Standards, vol. 1, AU sec.
333) .* Paragraph .02 of that Statement says, in part:
Representations from m anagement are part of the
evidential m atter the independent auditor obtains, but
they are not a substitute for the application of those
auditing procedures necessary to afford a reasonable
basis for his opinion on the financial statements.

3 SAS No. 81, Auditing Investments, provides guidance on auditing
investments in securities, including guidance for entities required to
follow FASB Statement No. 115.
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Written representations from management ordinarily
confirm oral representations given to the auditor,
indicate and document the continuing appropriateness
of such representations, and reduce the possibility of
misunderstanding concerning the matters that are the
subject of the representations.

For example (assuming the item is material) it’s not
enough for you to confirm in writing Charles A. Sacks’ intent
to develop and sell a new product line. You must perform
other auditing procedures to give you a reasonable basis for
your opinion.
* In November 1997, the AICPA’s Auditing Standards Board issued
Statement on Auditing Standards (SAS) No. 85, Management
Representations. SAS No. 85 supersedes SAS No. 19 and Auditing
Interpretation No. 2, Management Representations When Current
Management Was Not Present During the Period Under Audit, and amends
SAS No. 58, Reports on Audited Financial Statements. The SAS provides
updated guidance regarding written management representations to
be obtained by an auditor. It reflects changes in auditing practice and
the auditing environment since SAS No. 19 was issued. The SAS clarifies
the auditor’s obligation to obtain written representations for all
financial statements and periods covered by the auditor’s report
and sets forth certain specific representations that auditors should
obtain from management. It also requires the auditor to investigate
the circumstances and consider the reliability of a management
representation, if that representation is contradicted by other audit
evidence. SAS No. 85 is effective for audits ending on or after June 30,
1998 with earlier application permitted.

Inquiries of Management
A primary source of audit evidence relating to management’s
intent and ability will come from inquiries of management.
As audit evidence, inquiries may be less reliable than
other sources of evidence (for example, your direct
personal knowledge or confirmations from third parties).
The following techniques can help make your inquiries
more reliable.
• Corroborate management’s response with additional inquiries
outside of management. You should extend your inquiries
to include people outside of management and outside of
the accounting department. You might even make
inquiries of people outside the entity.
For example, the estimate of future cash flows for
Charles A. Sacks is based on projected sales of a new
product line, and the estimated warranty reserve for Grill
Co. is based on the expected failure rate of a new heating
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element. In these situations, management’s representations
can be corroborated by making inquiries outside the
accounting department. You might want to ask questions
of Charles A. Sacks sales representatives or advertising
and marketing department to gain a better feel for whether
m anagement’s sales projections are aggressive, moderate,
or conservative. In the case of Grill Co., engineers or
distributors of the company’s products may have some
insight as to the reliability of the new heating element.
• Have a rigorous, purposeful approach for making inquiries.
Maintain a healthy professional skepticism when evaluating
m anagement’s responses. Look for inconsistencies in
their responses or between their responses and those of
others outside the department. Look for discrepancies
between what they say and what they do. Be sure to follow
up on all identified inconsistencies.
Inquiries: A Journalist’s Approach
When conducting inquiries of management, take a journalist’s
approach. Get answers to the following questions:
• Who? Who in the organization has been assigned the
responsibility to carry out the plan? Who else is involved?
Who developed the plan and is most familiar with the
details? Who approved it?
• What? What are the details of the plan? Are they written?
If so, obtain a copy. What are the risks associated with
the plan and how will these be mitigated? What are the
costs associated with completing the plan and how will
these be financed? What other resources (for example,
people, advertising) are critical to the success of the plan?
• When? When was the plan developed? (Be alert for “plans”
developed at the eleventh hour to satisfy the auditors.)
When and over what period of time will the plan be
implemented?
• Where? Where will the plan be implemented, for example,
will the product be sold nationally or regionally?
• Why ?Why did management choose this plan instead of
other reasonable options? What are the business reasons
for management taking this course of action? (See further
discussion below.)
• How ?How will the plan be implemented? How will the
necessary resources be obtained and then deployed?
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If m anagement can’t answer some of the above questions,
maybe what they have is not a plan, but just “something
they might do.”
Past History and Behavior
Management’s past history and behavior in similar situations
can provide you with strong evidence about their intended
future action.
Charles A. Sacks example (continued). The estimate
of expected future cash flows for Charles A. Sacks is
based on m anagement’s plans to introduce a new line
of wall covering.
The company employs two full-time designers and
reviews unsolicited designs from freelance artists.
Hundreds of individual designs are drawn up and
reviewed in a year, but only a handful make it to full
production. The estimate of cash flows is based on an
entire new product line (several related designs) of
which one is introduced every two to three years.
Management says that this is the year for a new
product line, but how do you know?
Inquiries of management reveal the following:
• Charles Sacks himself has taken the project under
his wing. He has hired the freelance designer as a
consultant, and together they have been working
on the overall design.
• The marketing people have reserved space at a
national design show to display the new product line.
• There is no formal plan, per se, but as the chief
financial officer (CFO) described it, “If Charles has
taken a personal interest in it, you know it’ll get
done. His reputation is at stake.”

In the Charles A. Sacks example above, your knowledge of
the company’s past history and the industry in which the
company operates will either corroborate or conflict with
m anagem ent’s stated intent. For example, suppose that in
your experience with the company, the CFO’s comment is
accurate. In the past, Mr. Sacks has not gotten involved
with designing a product line only to leave it on the table.
All product lines with which he is personally involved have
been produced.
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Also suppose that the reservation at a national design show
is generally perceived in the industry as a commitment to
display a new product line. As soon as a designer announces
that he or she will show, the trade press immediately begins
to speculate and hype the new design. To back out of a
show raises the concern of industry analysts and others in
the profession that the company may be having management
or design problems. Charles Sacks is a cautious individual
who enjoys a reputation for integrity. In the past, he has
gone to great lengths to protect that integrity, and based on
your experience in dealing with him, you d o n ’t think he
would commit to space at the design show unless he was
positive the design would be ready in time.
U nder these circumstances, the current activities of
management are consistent with the actions they’ve taken
in the past whenever they produced a new product line. As
an auditor, you can take some comfort in this evidence
(Charles Sacks’s personal involvement and the reservation
at the national design show), which tends to corroborate
m anagem ent’s stated intent.
On the other hand, suppose a different set of circumstances
exist. Suppose Mr. Sacks has a reputation as a brilliant
but mercurial designer. He tends to have several “irons in
the fire” at any given time, and there’s no telling which
will emerge as a viable project. The hiring of an outside
designer to act as a consultant means nothing; sometimes
he does this as a ploy to encourage the in-house designers
to work faster.
Within the industry, design shows come and go. W hether a
given designer honors his or her commitment to show has
nothing at all to do with the availability of product but instead
depends on whether other “name” designers will be present.
Sometimes, a big “name” will drop out at the last minute,
prompting an exodus of other designers from the show. For
that reason, analysts and others who follow the industry put
little stock in a designer’s appearance at a show. Sometimes,
new product lines are introduced outside of a show.
U nder these circumstances, the evidence you have gathered
(Charles Sacks’s personal involvement and the reservation
at a design show) is of little value, based on your knowledge
of the company’s past actions and the workings of the history.
The evidence does not necessarily contradict management’s
stated intentions, but it does not corroborate them either,
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and for that reason it is of little value. Further test work is
needed. For example, you may want to see evidence of a
financial commitment to develop a new product line, or
prototypes being worked on by the designers. Inquiries of
others, such as the people actually working on the new
product line, may help substantiate the level of the
company’s commitment.
Three Questions to Ask About the Company’s Past History
In addition to assessing whether the company’s current
intentions are consistent with their past history, three other
questions to ask are:
1. In the past, has the company ever done what they say they're
going to do in the future? In the Charles A. Sacks example,
Charles A. Sacks launches new products all the time. In
other circumstances, your client may be attempting to
do something they’ve never done before. Usually the
risks are greater when management has no track record
for their intended actions.
2. Has the company ever made the estimate before? In the Grill
Co. example, the company has experience in making an
estimate of warranty losses, and that experience usually
leads to more reliable estimates.
3. Can history repeat itself? Sometimes, the current
circumstances or business environment are much
different from that which existed the last time the client
took a similar course of action. For example, suppose
that in the past your client was able to refinance current
obligations into long-term obligations at attractive rates.
W hether they will be able to do that in the future depends
more on the cost and availability of financing at that
point in time rather than the company’s past history.
Written Plans and Other Documentation
M anagement may be able to provide you with written plans
and other documentation to support their intended
ac tio n s. S u ch d o c u m e n ta tio n m ay in c lu d e th e follow ing:

• Budgets
• Marketing plans or surveys
• Sales backlog orders
• Minutes of the board of directors
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• Engineering studies
However, keep in mind that the mere existence of written
documentation is not sufficient for you to reach a conclusion
about the reasonableness of m anagement’s plans. Like
any other audit evidence, the documentation listed above
(and other documents in support of m anagem ent’s
intended actions) must be valid and relevant. Guidance
on assessing the validity and relevance of audit evidence is
contained in SAS No. 31, Evidential Matter, as am ended by
SAS No. 80 (AICPA, Professional Standards, vol. 1, AU sec.
326.21), paragraph 21.
In some situations, management may not have written
documentation to support their assumptions.
Grill Company example (continued). Grill Co. must
estimate a warranty allowance related to their new
product, the GrillMate 2000. The written warranty for
the product covers only the heating element, but
company m anagement has represented to you that
they will repair any grills returned for defective starter
switches, even though this part is not included in the
written warranty.

The absence of written documentation and even (as in the
example above) written documentation that contradicts
management’s stated plans does not necessarily mean that
management’s intentions are unsupportable. For example,
if Grill Co. had a history of repairing or replacing defective
parts that were not covered by the warranty, that fact may
be enough to persuade you that they intend to follow the
same policy on their new product.
Assess Management’s Business Reasons for Choosing a Particular
Course of Action
As an auditor, you should take some “comfort” in
management’s plans and intentions when they coincide with
the company’s business strategy. In the Grill Co. example,
management’s intention to repair or replace parts not under
warranty is consistent with a business strategy to maintain
customer satisfaction and loyalty.
Mr. Jones example (continued). The measurement of
the contingent liability for Mr. Jones relating to the
asbestos removal from an office building depends on
the intended course of action of the other limited
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partners. If the other limited partners intend to continue
contributing to the cost of the asbestos removal, then
Mr. Jones’s liability will be less than if some or all of
the other partners elect to declare bankruptcy and
forfeit their interest in the partnership.
The lawyer for the partnership says, “These [other
limited partners] are honorable men and women.
They signed the partnership agreement [requiring
capital calls in certain situations], and there’s no
reason to say they won’t live up to their commitment.”

H onor and reputation are good arguments in favor of
someone’s intentions, but solid business reasons usually are
more persuasive.
Suppose that in the Mr. Jones example above, the fair
value of the underlying investment, even after all the
asbestos was removed, was far below the cost basis of the
building. Suppose that the ultimate cost of the asbestos
removal was unknown, but even under the most optimistic
projections, the investors will only recoup 30% of their
investment upon the completion of the asbestos removal
and subsequent sale of the building. If asbestos removal
costs are greater than expected, they might recoup 15%.
U nder those business conditions, how many limited
partners would be likely to continue to “invest” in this
losing proposition?
Instead, assume that the asbestos removal is nearly complete,
and the total estimated costs can be fairly accurately
projected. The fair value of the underlying investment,
once the removal process is complete, is twice what the
partners put into it (original investment plus the costs of
asbestos removal). Once the asbestos removal has been
completed, which should be soon, the partners stand to
realize a 100% gain on their investment.
U nder those conditions, the limited partners have a good
business reason for continuing to contribute to the asbestos
removal. The underlying economics of the situation support
the intended plans of the limited partners.
Assess Management’s Ability to Carry Out Their Plan
It’s not enough for management merely to have a plan of
what they intend to do. As an auditor, you should also
assess m anagement’s ability to carry out their plan. Be alert
for audit evidence that contradicts m anagement’s stated
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intentions. W hat are the risks the company will encounter
in carrying out their plan, and what are m anagem ent’s
plans for identifying and mitigating those risks?
In assessing m anagem ent’s ability to carry out their plan, it
helps to separate the risk factors into those internal to the
company that management can exercise some control over,
and those factors external to the company over which
management has no control. In the example of Charles A.
Sacks, the estimate of expected future cash flow depends
on the company’s ability to produce and market an
acceptable design (internal factors) and whether that
design is purchased by the customers (external factors).
When assessing the internal factors affecting m anagem ent’s
plans consider:
• Projects over an extended period of time. If a planned course
of action will take place over a long period of time,
does management have the ability to “stay the course”?
In example entitled, “FORE!” below, the company has a
plan to develop a golf course, and the plan will cover a
period of time much longer than the company’s normal
development period. In this situation, you should
consider whether the company has the financial and
other resources available to stick with their plan.
• Financing. When plans require significant amounts of
financing, you should consider the source, availability,
and cost of that financing.
• Specialized knowledge. Consider any specialized knowledge
necessary to carry out management’s plans. This knowledge
may include engineering, sales and marketing,
production, or labor. If this knowledge is not available
currently, what plans have been made to acquire it?
In general, plans that rely significantly on external factors
and the actions of others are riskier than plans that rely
mostly on factors that can be controlled by management.
For example:
FORE! example. FORE! is a golf course developer
with over thirty years’ experience. They have highly
qualified, experienced personnel and a history of
profitable golf course development. During the year
they began buying land in Green County and began
drawing up plans for a new golf course. It is their
intent to break ground on construction at the end
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of the year, a timetable that is consistent with other
developments.
The development plan is released to the public for
comment, and shortly thereafter the project runs
into considerable opposition from environmental
groups and local residents concerned about traffic
congestion and possible damage to surrounding
wetlands. The Green County commissioners demand
a redrafting of the plans. The permitting process
slows completely. Delays and opposition to the project
grow, but the company is committed to continuing
with the development.

In the above example, the company has a good track
record and proven ability to manage those factors over
which they have control. However, the external barriers to
their plans, in this case local opposition to the project, are
beyond their control, and ultimately this is what affects
m anagem ent’s ability to carry out their plan. If those
external barriers continue, it may become cost-prohibitive
for management to continue to pursue its plans.
M anagement’s future plans and their ability to carry out
those plans are issues that pervade most soft accounting
information. If you can gather evidence that management
is committed to a plan of action and that they have a good
chance of succeeding, then you may have sufficient audit
evidence to draw a conclusion about the soft information.
Two other specialized areas of estimates and soft
information that require additional consideration include:
• Estimates of future cash flows.
• Fair value.

Estimates of Future Cash Flows
As an auditor you may have to gather and assess audit
evidence related to an estimate of future cash flows in
relation to a num ber of accounting and auditing
pronouncements. The most frequent situations that may
require an estimate of cash flow include the application of
the following pronouncements:
• FASB Statement No. 121, Accountingfor the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of,
and determining whether an impairment loss should be
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recognized for assets to be held and used, and if so in
measuring such impairment
• SAS No. 59, The Auditor’s Consideration of an Entity’s Ability
to Continue as a Going Concern (AICPA, Professional Standards,
vol. 1, AU sec. 341), and evaluating m anagem ent’s plans
to mitigate the effect of conditions or events that
indicate substantial doubt about the entity’s ability to
continue as a going concern
• Fair value estimates where quoted market prices are not
available and the estimate is based on a discounted cash
flow analysis (for example, to comply with the requirements
of FASB Statement No. 107, Disclosures About Fair Value of
Financial Instruments4)
• FASB Statement No. 109, Accounting for Income Taxes, and
assessing the realizability of deferred tax assets
Estimated cash flow models are built on assumptions. Most
of the suggestions provided so far in this publication can be
applied to estimates of cash flow. For example, the physical
existence of a cash flow projection (i.e., a spreadsheet
showing expected cash flows for some future period of
time) does not provide you with sufficient audit evidence.
Additional audit evidence comes from your knowledge of
the process, how the cash flow projections were prepared,
and the assumptions underlying the estimate.
To gather evidence in support of cash flow estimates, many
practitioners rely on the following techniques discussed
previously in this chapter:
• Comparison to past performance with adjustments for
known changes from past conditions
• Review of activity subsequent to the balance sheet date
but prior to the completion of fieldwork to see if the
projection is “on track”
• Isolating the key assumptions to calculate a range and
determining whether the client’s estimate falls within or
outside that range
4 FASB Statement No. 107 is amended by FASB Statement No 126,
Exemption from Certain Required Disclosures about Financial Instruments for
Certain Nonpublic Entities, to make the disclosures about fair value of
financial instruments prescribed in FASB Statement No. 107 optional
for entities that: (a) are nonpublic; (6) have total assets of less than
$100 million on the date of the financial statements; and (c) has not
held or issued any derivative financial instruments, other than loan
commitments, during the reporting period.
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As an auditor, one of the problems you encounter when
gathering evidence to support an estimate of cash flows is
that there is a great many variables built into the model.
Some of these variables are interrelated and it may be
difficult to know where to begin. The following sections
highlight those assumptions in a cash flow estimate that
typically represent the highest risk for misstatement and
some steps you can take to mitigate that risk.
Projecting Revenues and Cash Inflows
In most situations, the “top line” (that is, revenues or cash
inflows) has the highest risk of being materially misstated.
The most prevalent reason for this is simply m anagement
being overly optimistic in their assumptions.
Knowing the model used by management to estimate cash
inflows will help you gather evidence to support the relevant
assumptions. The following are the three main techniques
for projecting cash inflows:
1. Bottom-up
2. Top-down
3. Parallel extrapolation
Bottom-Up
U nder this approach, the projection is built up from
individual customers. The person taking this approach
determines how many people they think will buy the product
and at what price (assuming they were trying to project
revenues). It is a microeconomic approach that focuses on
how such things as pricing, advertising, and distribution
affect individual purchase decisions.
Advantages. This type of analysis is usually more accurate

than other approaches primarily because it mirrors
how most small business owners manage their business;
they already think in microeconomic terms and have a
good understanding of the relationship between price
and volume.
Disadvantages. It can be costly and time consuming to

build a cash flow projection in this way.
What to be alert for. Often times, bottom-up projections
are performed by people who are close to the
customers and outside of top management. In the
Charles A. Sacks example earlier in this chapter,
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regional sales managers made cash flow projections
for their regions, which were added together to
estimate cash flows for the entire product line. In a
situation like that, make sure the assumptions are
consistent between the various people making the
projections. If the assumptions are not consistent, the
inconsistency should be explained. Also be alert for
biases inherent in the process. For example, if the
Charles A. Sacks sales managers were paid bonuses
based on how they perform ed relative to their
projections, a natural bias would exist for them to
understate their projections.
Sources o f audit evidence. Backlog reports, unfilled
sales orders, or signed contracts can support estimates
of volume. Price estimates should correlate with
currently existing market prices.

Top-Down
U nder this method, the client quantifies the market and
then predicts a market share for their product. In many
ways, this is the complete opposite of the bottom-up
approach. The top-down approach is macroeconomic in
focus, dealing with broader trends and shifts in the
economy as a whole.
Advantages. Unlike the bottom-up approach, which
works well for static markets, the top-down approach is
well suited for companies in industries that are
changing. If markets for a client’s product are
expanding or shrinking, this approach will take that
into consideration.
Disadvantages. It may be difficult to predict market

share or even the size of the total market because
there are too many variables beyond the entity’s
control. For this reason, the top-down approach is
usually less accurate than the bottom-up approach.
What to be alert for. Make sure the market is well defined.
It should be specific enough to be meaningful while
broad enough to include all true competitors. For
example, Charles A. Sacks is a maker of high-quality,
high-priced wall covering. The definition of the
market should not include wall covering sold through
discount retailers. On the other hand, paint may be a
true competitor to wall covering, and the market
might be defined to take into account high-quality
interior house paint. Also, maintain a healthy skepticism
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when reviewing the client’s estimate of market share.
First, clients invariably underestimate how truly
difficult it is to carve out market share in a competitive
market. Second, seemingly small changes in market
share can have a large impact in the resulting estimate
of cash inflows.
Sources o f audit evidence. Analyst reports are an excellent
source of market data, including projected growth rates,
primary competitors within the market and market
share. Most local business journals periodically publish
similar information on local companies and markets.

Parallel Extrapolation
This method involves taking the known results of similar
companies and extrapolating it to your client, after making
adjustments to account for your client’s unique situation.
Advantages. This method is well suited to those situations
where your client has no track record or previous
history for the product or m arket related to the cash
flow projection.
Disadvantages. It may be difficult to get data on

nonpublic companies, and the data that is available
may not provide a close analog to your client.
What to be alert for. Make sure the client has carefully
considered and taken into account differences
between their company and the company upon which
the extrapolation is based. The extrapolation should
take into consideration differences in: product, the
intended market, management, the geographic
location of the company or its customers, and the
timeliness of the parallel information (that is, is the
extrapolation based on current information.)
Sources o f audit evidence. Published financial and
nonfinancial information is the best source of
evidence about the parallel company.

As described earlier in this chapter, one of the techniques
available to help you gain “comfort” over soft accounting
information is to use several different approaches to
determine the information and reconcile any differences.
Charles A. Sacks example (continued). Charles A.
Sacks is planning to introduce a new product line
based on an acrylic/viscose blended fabric, and the
55

Auditing Estimates and Other Soft Accounting Information

estimated cash flows from this product will be used to
help determ ine if an impairment loss should be
recognized on certain equipment.
The estimate of future cash flow was prepared by
regional sales managers, who spoke to their distributors
to determine which of their customers would be
interested in an acrylic/viscose blend. Based on those
discussions, they determ ined that one other company
had been offering this type of product for the past two
years, but this com petitor’s products are generally
cheaper and considered to be of a lower quality than
Charles A. Sacks wall covering.
The discussions with distributors provided the regional
sales managers with information for estimating how
much of the new product the distributors were likely
to buy and at what price (bottom-up approach).
The auditor of Charles A. Sacks made inquiries of the
regional sales managers to gain an understanding of
how the estimates were made and the inherent
assumptions. She made inquiries of management and
others outside the company to assess whether the
process was typical of what others in the industry did
and whether the assumptions were conservative,
aggressive, or somewhere in between (corroborate
statements through inquiry with others).
She obtained information on the results of Charles A.
Sacks’ most recently introduced product line and
compared these results to the projected results for the
new product line (parallel extrapolation). The new
product line was projected to do somewhat better.
The CFO explained that the old product line was
introduced into a mature, highly competitive market,
whereas the acrylic/viscose market was still growing.
The CFO gave her a copy of an article from a trade
magazine describing acrylic/viscose wall covering and
the success enjoyed by the company’s competitor.
Based on information contained in the article, the
auditor was able to determine the approximate market
share Charles A. Sacks expected to achieve in its first
year making the product (top-down approach). Based
on the company’s reputation in the industry and the
market share enjoyed by other successful products, the
implied market share for the new product did not
seem unreasonable.
After gathering all this evidence, the auditor came to
believe that the m anagement of Charles A. Sacks had
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prepared a cash flow estimate that was optimistic; they
expected the product to be successful but realistic
based on all the information available.

Projecting Expenses and Cash Outflows
In a typical cash flow projection, some of the expenses
are driven by the assumptions underlying the revenue
projections. In the Charles A. Sacks example, production,
shipping, and advertising costs will all be driven by the
projected sales levels.
O ther cash outflows may be fixed by a contract or otherwise
easy to verify. In the Charles A. Sacks example, the primary
cash outflow is the cost of refurbishing the machine. To
estimate this cost, company management can ask a repair
company to provide an estimate.
When assessing the reasonableness of cash outflows, pay
particular attention to the following items:
• Production cost estimates. The company’s past history is the
best source for estimates of production costs. In the
example of Mr. Jones and his liability for asbestos
removal, the costs incurred to date on the first fifteen
floors of the building provide the basis for estimating the
remaining costs on the final five floors.
When the company does not have a history of producing
the item, it will be more difficult to obtain persuasive
audit evidence to support production costs. Look for
engineering studies and prototypes to provide you with
some level of “comfort.” Also look at the company’s past
experience at estimating production costs. Do they have
a history of underestimating these costs or have they
usually done a pretty good job? In many industries,
statistics on key production cost elements (for example,
material and labor) are published either in the trade
journals or in analyst reports.
• Consistency between assumptions. For those costs that are
related to the revenue or cash inflow estimate, make sure
the assumptions used are consistent with the assumptions
used to estimate cash inflow. For example, if the cash
inflows include an inflation assumption, then the cash
outflows should also include an inflation assumption.
Advertising is one expense that many companies tend to
underestimate, particularly companies with little operating
history or those that are entering new markets. As noted
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above, it is difficult to establish market share or take
market share from a competitor. A company’s marketing
budget must be commensurate with its sales goals. There
may be those in management who are enamored with the
product and are convinced it will sell itself. Rarely is that
the case. To gain comfort with the proposed advertising
budget, make inquiries outside of the accounting and
engineering departments. Ask the sales and marketing
people if their marketing plan is consistent with
m anagement’s sales goals and the marketing budget is
adequate to achieve the targeted sales level.
• Check for completeness. With expenses and cash outflows,
you are more concerned about understatement. Make
sure estimates include all relevant expenses. Again,
when the client has experience in making similar
estimates the risk that they excluded something is lower
than when they are making estimates for the first time.
Analytical review procedures are usually a good way to
gather evidence to support completeness. Look at profit
margins and other key expense ratios and compare these
to industry averages and the company’s own trends.
Should Indirect Costs Be Allocated
to the Cash Flow Estimate?
Sometimes an issue arises as to whether a particular expense
should be included in a cash flow estimate; for example,
should the estimate of expected future cash flows for
Charles A. Sacks’ new product line include an allocation of
general and administrative costs?
In these situations, look to the language in the accounting
pronouncem ent for guidance. Many statements provide
some guidance (for example, “incremental direct costs”)
and even list examples of what costs should or should not
be allocated.
F ro m a n a u d it p e rsp e c tiv e , th e a u th o rs b eliev e th a t

contemporaneous time records are the most persuasive
audit evidence to support the allocation of overhead. For
example, allocating 25% of the owner’s salary to a certain
project based on estimates made after the fact is generally
not persuasive audit evidence. However, if the president
maintained time records completed contemporaneously
with the perform ance of project-specific tasks, those time
records may be persuasive.
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Period o f Time Covered by Cash Flow Estimate

In some situations, issues may arise as to the time period to
be covered by the cash flow estimates. For example, FASB
Statement No. 121 sets no limit on the time period for the
estimated future cash flows. Theoretically, the client could
project cash flows as far into the future as possible until
they become greater than the carrying am ount of the asset.
Absent any concrete guidance in the accounting literature,
the period of time covered by a cash flow estimate becomes
an audit issue. The longer the period covered, the further
into the future the projection, the more difficult it is to
obtain persuasive audit evidence. How do you know if the
period of time is reasonable?
If possible, correlate estimated future cash flow to operating
cycle of the business, life cycle of the product, or the useful
life of the asset.
Charles A Sacks example (continued). The life cycle
for new wall covering designs is fairly short—about
two years. After that, unless sales are exceptional, most
designs are discontinued and new ones take their
place. For that reason, it would be illogical to make a
cash flow projection for a specific design that went
beyond two years.
The Timing of Estimated Cash Flows

In some situations (for example, using a discounted cash
flow analysis to estimate fair value) the timing of future cash
flows becomes important. As with any other estimate, you
should gather audit evidence to support the assumptions
underlying estimated timing of cash flows. As an auditor,
you are most concerned that management has not
overestimated the speed with which they will receive cash
inflows. Be alert for the following situations.
• Start-up companies and those with no sales track record.
Management may be aggressive in estimating when
their product may be available for sale. To support their
estimate, compare their performance to date to their
original business plan. Has the company m et its targeted
benchmarks on time, or are they behind their plan? If
they’re behind in product design or manufacturing, you
have to make corresponding adjustments to the timing
of cash inflows.
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• Existing companies with significant new customers. When a
client obtains a new customer, it may take some time for
both sides to work out their payment procedures.
AAA Cleaning Services example. AAA Cleaning Services
is a commercial janitorial company that recently
obtained a contract to provide janitorial services for
the county government building. The company began
service on July 1 and submitted its first bill at the end
of the m onth, 30 days later. After 60 days, the bill had
not been paid, and the owner called to find out when
he might expect payment. He was told that the bill
had been received and was being processed.
After another 30 days, payment still had not been
received, and after another phone call, it was discovered
that the company had failed to complete a required
form. The form was quickly completed and returned
to the accounts payable department. From there, the
bill was processed in the usual manner, and the
contractor was paid in 45 days. Total elapsed time
from the performance of the work until payment was
received: 165 days. Once the form was completed, the
company had no further trouble collecting on time.

When your client gets a significant new customer, make
sure they have made an allowance for the time it might
take to work out payment schedules.

Fair Value Estimates
Fair-value-based measurements are becoming more prevalent
in accounting. The most frequent situations that may
require an estimate of fair value include the application of
the following pronouncements:
• FASB Statement No. 107,5 Disclosures About Fair Value of
Financial Instruments, and FASB Statement No. 119,
Disclosure About Derivative Financial Instruments and Fair
Value of Financial Instruments, relating to the disclosures
about fair value of financial instruments
5 FASB Statement No. 107 is amended by FASB Statement No 126,
Exemption from Certain Required Disclosures about Financial Instruments for
Certain Nonpublic Entities, to make the disclosures about fair value of
financial instruments prescribed in FASB Statement No. 107 optional
for entities that: (a) are nonpublic; (b) have total assets of less than
$100 million on the date of the financial statements; and (c) have not
held or issued any derivative financial instruments, other than loan
commitments, during the reporting period.
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• FASB Statement No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of
and determining the fair value of fixed assets
• FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities, and FASB
Statement No. 124, Accountingfor Certain Investments Held
by Not-for-Profit Organizations, relating to the accounting
for certain investments
• FASB Statement No. 123, Accounting for Stock-Based
Compensation, and determining the fair value of stockbased compensation
• FASB Statement No. 125, Accounting for Transfers and
Servicing of Financial Assets and Extinguishment of Liabilities,
and determining the fair value of liabilities or derivatives
incurred by transferors
The remainder of this section will discuss the audit evidence
you might expect to find for the above situations.
Investments in Debt and Equity Securities

The best sources of audit evidence for corroborating the
fair value of investments are market quotations from
published sources. For some investments, market quotations
may be obtained from broker-dealers who are market
makers in those investments. If market quotations are not
available (for example, on securities that do not trade
regularly) fair value frequently can be obtained from thirdparty sources based on proprietary models or from the
client based on internally developed or acquired models.
• Third-party estimates. Many broker-dealers and other third
parties have developed models to estimate the fair value
of investments. When obtaining estimates from third
parties, be alert for situations where the third party has
a relationship with your client that might impair its
objectivity. When the third party derives the fair value
of a security by using modeling or similar techniques,
the guidance in SAS No. 73, Using the Work of a Specialist
(AICPA, Professional Standards, vol. 1, AU sec. 336), usually
is applicable. The guidance in SAS No. 70, Reports on the
Processing of Transactions by Service Organizations (AICPA,
Professional Standards, vol. 1, AU sec. 324), may also be
appropriate if the pricing service extracts market quotes
from other sources and prices the investments based on
that information.
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• Client modeling. When the client uses their own valuation
model to estimate fair value, treat it like any other
determination of soft accounting information. Assess the
reasonableness of the model and the support for the
assumptions. Evaluating the appropriateness of valuation
models and each of the variables and assumptions used
in the models may require considerable judgm ent and
expertise in areas such as valuation techniques, market
factors that affect value, and market conditions. Consider
involving a specialist if you think you don’t possess the
necessary expertise. Investments in debt securities are
often collateralized by real estate, negotiable securities,
or other property. When collateral is an im portant factor
in evaluating fair value and collectibility of an investment,
you should obtain evidence regarding the existence,
transferability, and fair value of that collateral.
Financial Instruments

To obtain audit evidence to support disclosure of the fair
value of financial instruments, you should use the same
techniques described above relating to investments in debt
and equity securities. Remember that FASB Statement No.
107, as am ended by FASB Statement No. 126, requires fair
values to be disclosed only for financial instruments “for
which it is practicable to estimate that value.” Paragraph 15
of Statement No. 107 describes practicability.
In the context of this Statement, practicable means that
an estimate of fair value can be made without incurring
excessive costs. It is a dynamic concept: what is
practicable for one entity might not be for another;
what is not practicable in one year might be in
another. For example, it might not be practicable for
an entity to estimate the fair value of a class of financial
instruments for which a quoted market price is not
available because it has not yet obtained or developed
the valuation model necessary to make the estimate,
and the cost of obtaining an independent valuation
appears excessive considering the materiality of the
instrument to the entity. Practicability, that is, cost
considerations, also may affect the required precision
of the estimate; for example, while in many cases it
might seem impracticable to estimate fair value on an
individual instrument basis, it may be practicable for a
class of financial instruments in a portfolio or on a
portfolio basis. In those cases, the fair value of that
class or of the portfolio should be disclosed. Finally, it
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might be practicable for an entity to estimate the fair
value only of a subset of a class of financial instruments;
the fair value of that subset should be disclosed.

The fair value amounts disclosed must be meaningful.
When the cost of obtaining a meaningful estimate is
excessive (impracticable) disclose the information pertinent
to estimating the fair value of that financial instrument
or class of financial instruments, such as the carrying
amount, effective interest rate, and maturity, and disclose
the reasons why it is not practicable to estimate fair value
(paragraph 14 of FASB Statement No. 107). Remember, the
determination of practicability must be made every year; it
is a dynamic concept.
Long-Lived Assets

Gathering audit evidence to support fair value estimates
of fixed assets usually is not difficult. Most real property,
equipment, and other long-lived assets are traded in
secondary markets. Many industries have the equivalent
of an auto dealer’s used car “blue book” to establish prices
for used equipment. To find out if one exists for your
client’s equipment, ask at the reference desk of your local
business library.
In the absence of a used equipment “blue book,” try the
following easy-to-access sources for establishing fair value:
• The classified section of a trade publication. O ther companies
in your client’s industry will advertise the equipment
they are trying to sell.
• The classified section of a major newspaper. A newspaper
may contain classified ads for some business equipment,
particularly for businesses like restaurants, which are
numerous and change hands frequently. If your local
newspaper does not have an extensive classified section,
get a copy of the classified section from a newspaper
located in a major city.
• The yellow pages. There are many used equipment dealers
who may be able to help you establish a fair value for
fixed assets.
Of course, there will always be differences between a
seller’s asking price and the am ount a buyer is willing to
pay. But in an active market this difference generally is
small, and a seller’s price is a good starting point for a fair
value estimate.
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Stock-Based Compensation

Appendix B to FASB Statement No. 123 describes techniques
that may be used to estimate the fair value of stock-based
compensation. The most popular technique is the BlackScholes model. An article in the Journal of Accountancy
describes the Black-Scholes model in some detail, including
how to use a spreadsheet to perform a Black-Scholes
calculation (James R. Mountain, “FASB 123: Putting Together
the Pieces,” Journal of Accountancy, January 1996).
The estimate of fair value of stock-based compensation
involves some mathematical calculations that most
practitioners are not used to working with. Remember that
as an auditor you should focus first on the assumptions that
will be used in the calculation. When using the BlackScholes model, the significant assumptions you should
focus on are:
• Volatility. The volatility of the underlying stock is the
variable to which option values typically are most sensitive.
To assess the reasonableness of the client’s assumed
volatility, look to the historical volatility of their stock.
If no history is available, look to the prices of markettraded options of companies similar to your clients.
The option prices of these companies can be analyzed
to determine the implied volatility of the underlying
stock. (Note: Per FASB Statement No. 123, a nonpublic
entity need not consider the expected volatility of its
stock over the expected life of the option.)
• Option life. Most options can be exercised at any point
during their life after a vesting period. FASB Statement
No. 123 requires the calculation of option price to be
based on the expected time until the option is exercised
(as opposed to its contractual term). Shortening the
option life reduces its value. Assumptions about the
option life should be correlated to other assumptions
and projections made by management. For example, if
the company predicts the company stock price will
double in six months and cause the exercise of a
num ber of stock options, that assumption should be
corroborated by other assumptions such as an earnings
forecast or cash flow projection.
Assessing the Reasonableness of Discount Rates

In the absence of quoted prices in an active market, most
accounting pronouncements allow for an estimate of fair
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value to be based on a discounted cash flow analysis.
U nder this technique, an estimate of future cash flows is
discounted at a “rate commensurate with the risks involved.”
In some situations, a rate can be determined based on
established market rates for similar items.
Mr. Smith example. Mr. Smith made a loan to his
brother-in-law and secured the loan with a second
mortgage. The discount used to estimate the fair value
of this note receivable should be based on the rates for
second mortgages in effect at the balance sheet date.

In other situations, assessing the reasonableness of discount
rates may not be as simple. In those situations you need to
determine what is meant by the phrase “a rate commensurate
with the risks involved.”
Keep in mind that there is an inverse relationship between
the discount rate and the resulting discounted amount: the
higher the rate, the lower the discounted amount. The
most common technique for estimating a discount rate is
to “build” the rate from a risk-free rate of return. The risk
free rate of return is usually the rate on Treasury bills and
obligations of the U.S. government. Risk premiums are
then added to that risk-free rate to arrive at a discount rate.
In the Mr. Jones example, Mr. Jones could have estimated
the discount rate by starting with the rate of a government
bond of similar maturity. He then would have added
a premium to that am ount based on the fact that the
loan has been made to his brother-in-law and not to the
U.S. government.
The issue for auditors is determining whether the risk
premiums added to the risk-free rate are supportable.
The two best sources for assessing the support for discount
rates are:
• Published rates. For many industries, rates are published
that show the premiums paid by creditors and investors
for companies in that industry. If your client does not
fit neatly into one of the described industries, then
extrapolate a rate from an analogous industry. (See
Appendix B for a listing of sources.)
• Industry experts. Chances are that others have had the
same problems you have on assessing the support for a
discount rate. Ask around and find out what support
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others used for a similar situation. See chapter 1 for
suggestions on tracking down industry experts.

Assessing the
Evidence in
Support of S oft
I nformation

How Do I Know I’ve Gathered Enough Evidence?
Remember: You’re looking for evidence that is persuasive
but not necessarily irrefutable. Also keep in mind that the
m easurement of financial statement amounts based on soft
accounting information is less precise than the measurement
of amounts based on historical events. For example, it is
easier to measure the number of items sold (and recognized
as sales) than it is to estimate the num ber that will be
returned (sales returns and allowances).
Because of this inherent imprecision in the measurement
of accounting estimates, differences between an estimated
amount best supported by the audit evidence and the amount
included in the financial statements may be reasonable.
As an auditor, you can only look to the information that
exists. If you have gotten all the available information and
you still feel uncomfortable with the amounts, consider:
• The relevant accounting guidance. In some instances, the
accounting pronouncem ent describes the procedures
to be followed when insufficient information exists.
Usually, these involve disclosure, for example, the
“impracticability” disclosures described in FASB Statement
No. 107, as amended by FASB Statement No. 126, and
the disclosures required by FASB Statement No. 5 for
situations when the amount of a contingent loss can not
be reasonably estimated.
• Disclosure. In other instances the client will just have to
take their “best shot” and develop an estimate based on
the information available. In those situations, your
primary concern is to make sure the disclosures relating
to the estimate and related assumptions are sufficient.

Are Differences Between an Auditor’s Estimate and the
Client’s Estimate an Audit Difference?
As indicated above, differences between an estimated amount
best supported by the audit evidence and the amount
included in the financial statements may be reasonable.
However, you may want to instruct the staff to bring these
“soft” audit differences forward to the summary of proposed
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audit differences workpaper. The reason for this is that you
should look at these differences in the aggregate. Taken
together, do they indicate that management is fairly aggressive?
Conservative? Do they indicate a high risk for fraud?
Waiving these soft audit differences back in detailed workpapers
may make it difficult for you to answer these questions.
Some practitioners segregate their soft audit differences
from other audit differences and consider the two separately.
Great care should be exercised when netting “hard” debit
differences and “soft” credit differences because the soft
differences may never materialize. One possibility is to set
up a separate summary of audit differences just for soft
accounting information.

Key Points
Practice Tips for Auditors—Gathering and Assessing
Audit Evidence
• As an auditor you’re used to assessing the reasonableness
of amounts. For estimates and soft accounting information
pay less attention (at least initially) to the amount.
Instead, concentrate on—
- The reliability of the process used to make the
estimate.
- The quality of the underlying assumptions.
• Be alert for hidden assumptions. Just because something
is the same as last year doesn’t mean it is supposed to be
the same as last year.
• Remember your overall objective. You are not trying
to conclude that any one given outcome is expected.
What you are trying to do is determine whether certain
assumptions are supportable and provide a reasonable
basis for the estimate.
• Post-balance sheet events are a great source to either
corroborate or contradict assumptions used in an estimate.
• In some instances it may be appropriate to delay the
release of the financial statements until a subsequent
event or transaction occurs to provide audit evidence
about a key assumption. Exercise caution when doing this.
• Developing a range can help in assessing the
reasonableness of an estimate. Ranges are most
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•

•

•
•
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meaningful when you can isolate the effects of individual
assumptions.
Management’s ability and intent to carry out future
plans may be an important underlying assumption.
M anagement’s plans are different from m anagem ent’s
options.
Be rigorous when making inquiries of management.
Corroborate responses. Look outside the accounting
department. Assess past behavior. Assess m anagem ent’s
business reasons for choosing a particular course of action.
M anagement’s ability to carry out their plans is just as
im portant as their intentions. Be sure to assess ability.
When auditing an estimate of future cash flows, focus on
key assumptions. Understanding whether the estimate
was bottom-up, top-down, or parallel extrapolation will
help identify those key assumptions and sources of audit
evidence to help corroborate those assumptions.

Chapter 4: Financial Statement Presentation
and Disclosure6
T he I mportance
of F inancial
Statement
D isclosures

FASB Concept Statement No. 1, Objectives of Financial
Reporting by Business Enterprises, states that financial reporting
should “provide information that is useful to present and
potential investors and creditors and other users in making
rational investment, credit, and similar decisions.” To support
that decision-making process, financial reports should help
users “assess the amounts, timing, and uncertainty of
prospective net cash inflows to the related enterprise” by
providing “information about the economic resources of
an enterprise, the claims to those resources. . .and the effects
of transactions, events, and circumstances that change its
resources and claims to those resources.” Disclosures
related to accounting estimates and soft accounting
information are important to achieve these objectives.
As an auditor, you know how significant estimates and
assumptions about future events are to your client’s
financial statements. You also understand the inherent
limitations on precision in financial statements that arise
from the use of estimates and assumptions. Although many
users of financial statements are aware of that aspect of
financial reporting, others often assume an unwarranted
degree of reliability in financial statements.
Present Soft Information in a Way That
Communicates Its Inherent Imprecision
Most smaller entities present their financial information
to the nearest dollar. For estimates and other soft
accounting information, consider presenting the amounts
rounded to a higher level, for example, to thousands.
This will help reinforce the notion that such amounts are
inherently imprecise.
The disclosures related to soft accounting information are
im p o r ta n t b e c a u se th ey c a n —

6 The disclosures found in this chapter are from public companies.
In many cases, they cover situations much more complex than those
encountered in private companies; however, they are presented to
illustrate various disclosures that may be needed in private company
financial statements.
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• Help dispel erroneous assumptions made by users about
the precision of the financial statements.
• Help the users assess the reasonableness of the
assumptions underlying the financial statement amounts.
• Allow the users to make alternative assumptions and
evaluate the entity under those assumptions.
For example, the following disclosure was made by Coca-Cola
Enterprises.
Franchise Assets: The Company operates under

franchise agreements with the Coca-Cola Company
and certain other licensers of nonalcoholic beverage
products. These agreements include certain production,
distribution and marketing performance obligations
and give the Company the right to distribute and sell
products of the franchiser within a specified territory.
The majority of the Company’s products are covered
by agreements which are perpetual in nature and
reflect a long and ongoing relationship with the CocaCola Company and other franchisers. The Company’s
agreement covering its operations in the Netherlands
is not perpetual solely due to the fact that none of the
Coca-Cola Company’s franchise agreements outside
the United States are perpetual. The Company
believes this agreement will continue to be renewed
upon expiration and that the economic period of
benefit is ongoing.

In this example, the company “took its best shot.” and
made what they considered to be a reasonable assumption
regarding the Netherlands operating agreement and then
disclosed this in the notes to the financial statements. This
knowledge provides the financial statement users with a
proper context for evaluating the company. Armed with
this knowledge, the user is free to make an alternative
assumption (namely, that the Netherlands agreement will
continue) and evaluate the entity on that basis.
As an auditor you need to get comfortable not only with
the assumptions underlying soft accounting information
but also with the related disclosures. In general, as the
amounts reported in the financial statements become
softer, the greater the information that should be disclosed
in the notes.
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A Caveat About Financial Statement Disclosures
If an item meets the criteria for recognition in the financial
statements, then that item should be recognized and not
merely disclosed. If generally accepted accounting
principles dictate certain measurement or presentation
guidelines in preparing the financial statements, then those
guidelines should be followed.
Financial statement disclosures can help users understand
financial information, but good disclosure does not make
up for bad accounting.

D isclosures
About S oft
A ccounting
I nformation

Certain accounting pronouncements require or suggest
disclosures about soft accounting information. Some
standards (for example, FASB Statement No. 107) deal
exclusively with disclosure requirements. O ther standards
include recognition and measurement guidance as well as
disclosure (for example, AICPA Statement of Position
[SOP] 96-1 on environmental liabilities). The purpose of
this next section is to provide suggestions for meeting the
disclosure requirements of some of the accounting
standards that address soft information.

SOP 94-6, Disclosure o f Certain Significant Risks
and Uncertainties
The primary guidance on disclosures related to estimates
and soft accounting information is provided in SOP 94-6,
Disclosure of Certain Significant Risks and Uncertainties.
Paragraphs 12-14 of that Statement state in part:
12. . . .This SOP requires disclosures regarding
estimates used in the determination of the carrying
amounts of assets or liabilities or disclosure of gain or
loss contingencies, as described below.
13. Disclosure regarding an estimate should be made
when known information available prior to issuance of
the financial statements indicates that both of the
follow ing criteria are m et:

It is at least reasonably possible that the estimate of
the effect on the financial statements of a condition,
situation, or set of circumstances that existed at the
date of the financial statements will change in the near
term due to one or more future confirming events.
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The effect of the change would be material to the
financial statements.
14. The disclosure should indicate the nature of the
uncertainty and include an indication that it is at least
reasonably possible that a change in the estimate will
occur in the near term. If the estimate involves a loss
contingency covered by FASB Statement No. 5, the
disclosure should also include an estimate of the
possible loss or range of loss or state that such an
estimate cannot be made. Disclosure of the factors
that cause the estimate to be sensitive to change is
encouraged but not required.

Recall the Mr. Jones example used throughout this
publication. Mr. Jones is issuing personal financial
statements that include an accrual for asbestos removal on
an office building where he is one of several owners.
Suppose there are three other owners of the office
building, and all owners will contribute equally to the cost
of the asbestos removal. The am ount of the liability is a
function of two factors: the total cost of the asbestos
removal, and the num ber of owners who have the ability
and intent to contribute their proportionate share.
The asbestos removal has already been completed on
fifteen of the twenty floors of the building. Based on this
past history, the contractor can reasonably estimate the cost
of removal for the remaining five floors. However, no one
can say for sure whether the other three owners will be able
to contribute their proportionate share.
All of the owners would like to contribute their fair share to
the asbestos removal. The reason is that once the asbestos
has been removed, the building can be sold for an am ount
far in excess of the partners’ investment (including the cost
of the asbestos removal). Any owner that does not contribute
his or her fair share of the cost of asbestos removal stands
to lose a portion of their ownership interest and thus their
portion of any sales proceeds. For that reason, all owners
have the intent to contribute their proportionate share, but
their financial position is much different than Mr. Jones,
and one or more of them may not have the ability to
contribute their share.
Keep in mind that SOP 94-6 is selective about which items
require disclosure. Only those estimates that meet both the
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criteria listed in paragraph 13 should be disclosed. In this
case, Mr. Jones should consider—
• The probability that one of the other owners will cease
to contribute their proportionate share in the near
term. If this probability is not “rem ote” (as the term is
defined in FASB Statement No. 5), then it is at least
“reasonably possible.”
• W hether the increase in Mr. Jones’s liability (assuming
one of the other owners is unable to contribute their
share) would be material to his financial statements.
If both of those criteria are met, then disclosure is required.
That disclosure might read as follows.
Environmental Remediation Liability. Mr. Jones, along

with three other individuals, are investors in the ABC
Limited Partnership, which in turn is the sole owner
of Office Building. U nder an order received from the
State Environmental Compliance Division, in 199X,
the partnership became liable for the cost of
asbestos removal from the building. A lawsuit in 199Y
determined that terms of the partnership agreement
require each investor to contribute equally to the cost
of the asbestos removal.
At December 31, 199Z, asbestos removal had been
completed on fifteen of the twenty floors. The estimated
amount of Mr. Jones’s one-fourth share of the asbestos
removal liability for the remaining five floors is
$XXX,XXX. This amount has been included under
the caption “O ther Liabilities” in the accompanying
financial statements.
The am ount of Mr. Jones’s liability has been estimated
using an estimate provided by the contractor of the
remaining costs to complete the asbestos removal.
Since the inception of the removal project, all
investors have contributed their proportionate share
to the cost of the project, and the estimate of Mr.
Jones’s liability at December 31, 199Z is based on the
assumption that all investors will continue to do so
until the project is completed.
However, it is reasonably possible that other investor(s)
may be unable to continue to contribute their
proportionate share of this asbestos removal, and the
amount Mr. Jones will ultimately contribute could
differ materially in the near term from the amount
reported in the financial statements.
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Other Disclosures
Individual accounting pronouncements may require
specific disclosures related to estimates of soft accounting
assumptions underlying the amounts reported in the
financial statements. Discount rates, actuarial assumptions,
valuation techniques, and other information important
to understanding the nature of the soft accounting
information are sometimes required to be disclosed. For
example, FASB Statement No. 87, Employers’Accounting for
Pensions, requires disclosures about the discount rate and
assumed compensation increases used to make certain
pension accounting measurements.

Optional Disclosures
In some situations, you should encourage your client to
expand their disclosures relating to soft accounting
information to include information not specifically
required by an accounting pronouncement. Such
disclosure may be necessary to prevent the financial
statements from being misleading. Situations where your
client should consider additional disclosures include—
• The financial statements contain unusual items or the
application of a new accounting principle. For example, if
your client took a one-time write-off based on an
estimate of a probable loss, they may wish to include
additional language in the disclosure to describe the
nature of the estimate. The first-time application of an
accounting principle that involves significant soft
accounting information (for example, the adoption of
FASB Statement No. 121 relating to the impairment of
long-lived assets) may require additional disclosure to
describe the assumptions made to adopt the standard.
• The soft accounting information is significant and the underlying
assumptions sensitive to variation. The Coca-Cola Enterprises
e x a m p le p ro v id e d above illu stra te s h o w a n e n tity m a d e

an additional disclosure of an assumption that was
significant to the financial statements and may have been
subject to another interpretation.
• Financial statement users are unfamiliar with the client’s
industry. For example, FilmWerks is the general partner
in several limited partnerships whose sole activity is to
invest in motion picture development. The investors in
these partnerships are private individuals, most of whom
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are unfamiliar with the motion picture business and
related accounting. To help ensure that these investors
properly understand the nature of the key estimates
inherent in the financial statements, the partnership
financial statements make explanatory disclosures
beyond what is required by GAAP.
The list below provides some examples of additional
disclosures you might encourage your client to make. It is
not intended that you would ask your client to make all of
these additional disclosures, but only the ones you feel are
necessary to provide the users with the information they
need to properly assess the soft information. The following
lists additional disclosures that might be included in the
financial statements:
• Listing the specific estimates that are significant to your
client’s financial statements.
• Describing the limitations inherent in specific,
significant estimates.
• Describing the model used by the client to make the
estimate.
• Describing the information used by the client to make
the assumptions underlying the estimate.
• Describing the criteria used by management to recognize
an item in the financial statements.
• Explaining why an estimate can not be made and stating
when an estimate will be possible.
• Disclosing the time period covered by an estimate of
future cash flows.
List the Significant Estimates

Paragraph A-9 of SOP 94-6 provides an illustrative
disclosure of an explanation that the preparation of
financial statements in conformity with GAAP requires the
use of managem ent’s estimates. In practice, that language
has become standard.
You might encourage your client to supplement the standard
disclosure by highlighting the estimates that are significant
to their particular financial statements. These additional
disclosures are especially helpful in situations where the
users of the financial statements might not be familiar with
the client’s industry.
For example:
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[Standard language from SOP 94-6] . . .Significant

estimates included in these financial statements relate
to future policy losses and loss adjustment expenses
(Note X), accrued retrospective premiums (Note X),
and accrued 8-F assessments, [from a non-public
insurance company]
[Standard language from SOP 94-6] . . .Significant
estimates included in these financial statements relate
to revenue recognition on uncompleted contracts,
billings in excess of costs and estimated earnings, and
costs and estimated earnings in excess of billings
(Note X ). [From a nonpublic construction company]

Describe Limitations of the Estimates

A recent law journal article examined the potential litigation
problems public companies encounter when they provide
“soft information” and forward-looking disclosures in
filings with the Securities and Exchange Commission
(SEC). As a way to mitigate the litigation risk caused by
soft information, the article recommends that soft
information and forward-looking statements be balanced
by countervailing cautionary information that describes
the limits or context of those statements. “Boilerplate”
language, in the author’s view, is not sufficient. Instead,
the cautionary language should be tailored to specific
estimates, opinions, or future projections.7
The standard language from SOP 94-6 relating to estimates
includes the statement, “Actual results could differ from
[those] estimates.” In addition to this general statement,
your client may wish to include language related to the
inherent limitations of specific estimates.
For example:
Estimated Fair Value o f Financial Instruments. The

estimated fair value of financial instruments has been
d e te rm in e d based on available m a rk e t in fo rm a tio n

and appropriate valuation methodologies. However,
considerable judgm ent is necessarily required in
interpreting market data to develop the estimates of
fair value. Accordingly, the estimates presented herein
are not necessarily indicative of the amounts that the

1 Richard A. Rosen, “Liability for ‘Soft Information’: New Developments
and Emerging Trends,” Securities Regulation Law Journal, 23(3), 1995.
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Corporation might realize in a current market
exchange. [Foxmeyer Corporation]
X Y Z Receivable. During 199X, the Corporation recorded
a pretax charge to earnings of $41 million representing
a $40 million provision for possible loss on amounts
due from XYZ and a $1 million provision for legal
and other costs related to the XYZ bankruptcy. The
Corporation has analyzed the available information
concerning XYZ that has been provided to the
Unsecured Creditors’ Committee and continues to
believe that the $40 million allowance reflects a
reasonable estimate of its probable loss based on such
information. While the Corporation believes that the
$40 million allowance is sufficient to cover its estimated
loss, there could be future developments, and additional
information could become available that may indicate
that the estimated loss should be adjusted. The
Corporation believes that future adjustments to the
allowance recorded to date, if any, would not have a
material adverse effect on the Corporation’s financial
condition. However, should such adjustments be
necessary, the amounts could be material to the results
of operations for the period or periods in which they
are reported. [Foxmeyer Corporation]
Income Recognition. Sales and related costs of sales are

recognized as specific contract terms are fulfilled under
the percentage-of-completion method. . . . Since some
contracts extend over a long period of time, revisions in
cost and contract price during the progress of work have
the effect of adjusting current period earnings applicable
to performance in prior periods. [Labarge, Inc.]
Describe Model Used to Make the Estimate

In some situations, the users of the financial statements
may be helped by information that describes the process
used by the client to arrive at estimated amounts. Significant
features of the process, the key assumptions made, and the
rationale for such assumptions all might be included in the
disclosure. These disclosures are particularly helpful in
describing unusual or one-time transactions.
For example:
Disclosure About Fair Value of Financial Instruments. There

are no quoted market prices for the 12.70% Notes, 7%
Convertible Subordinated Note or Series B ESOP
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Preferred Stock. Because each of these securities
contain unique terms, conditions, covenants and
restrictions, there are no identical obligations that
have quoted market prices. In order to determ ine the
fair value of the 7% Convertible Subordinated Note,
the Company compared it to obligations which trade
publicly and concluded that the fair value of the Note
is approximately its book value, $22 million. In order
to determine the fair value of the 12.70% Notes, the
Company discounted the cash payments on the Notes
using discount rates ranging from 10% to 11%. Based
upon such discount rates, the fair value of the $60
million 12.70% Notes would range between $62.9
million and $63.7 million.
Each share of Series B ESOP Preferred Stock is
redeemable at a price of $3.61 per share or
convertible into one share of the Company’s common
stock. Assuming all shares were allocated and all
employees were fully vested, the redem ption value of
the ESOP Preferred Stock would be $5.7 million.
Given these same assumptions the shares could be
converted into common stock having a market value
of $10.0 million at January 1 199X. [Ekco Group, Inc.]
Goodwill Impairment. In determining the am ount of the
impairment charge, the Company developed its best
estimate of operating cash flows over the remaining
business life cycle, assumed to be 14 years. Future cash
flows, excluding interest charges, were discounted using
an estimated 8.6% incremental borrowing rate. These
projections, after taking into account significant one
time expenses, including cost reduction measures
implemented during 199X and development and
product launch expenses associated with the new
technology Interplak product introduced during the
fourth quarter, reflect a 6.5% average return on sales
in the years 199Y-199Z. In subsequent years, a continuing
reduction in average return on sales is projected as
the Company’s strategic investments are directed
toward other businesses. Resulting discounted cash
flows are expected to decline at a compound rate of
24% between 199Z and 200A. Discounted annual cash
flows are projected to average less than $1,000,000
beyond 200A. [Bausch & Lomb Incorporated]
Environmental Expenditures. The measurement of

environmental liabilities is based on an evaluation of
currently available facts with respect to each individual
site and considers factors such as existing technology,
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presently enacted laws and regulations, and prior
experience in remediation of contaminated sites.
While the current law potentially imposes jo in t and
several liability upon each party at any Superfund site,
the company’s contribution to clean up these sites is
expected to be limited, given the num ber of other
companies which have also been named as potentially
responsible parties and the volumes of waste involved.
A reasonable basis for apportionm ent of costs among
responsible parties is determ ined and the likelihood
of contribution by other parties is established. If it is
considered probable that the company will only have
to pay its expected share of the total site cleanup,
the liability reflects the company’s expected share.
In determining the probability of contribution, the
company considers the solvency of the parties, whether
responsibility is being disputed, the terms of any
existing agreements, and experience to date regarding
similar matters. [AirProducts and Chemicals, Inc.]
Describe the Basis Used for Making the Assumptions

A description of the rationale, the sources of information,
and the thought process management used to make
assumptions underlying soft accounting information can
provide the financial statement user with some insight into
the reliability of those assumptions.
For example:
Income Taxes. The Company believes that it is more

likely than not that the $793 million of NOL
carryforwards will be utilized prior to their expiration.
This belief is based upon the factors discussed below.
The NOL carryforwards and existing deductible
temporary differences (excluding those relating to
FASB Statement No. 106) are substantially offset by
existing taxable temporary differences reversing
within the carryforward period. Furthermore, any
such recorded tax benefits which would not be so
offset are expected to be realized by achieving future
profitable operations based on the following:
First, the Company launched a turnaround strategy
to improve performance by implementing a cost
reduction program and enhancing asset utilization.
This resulted in a $215 million restructuring provision
in 199X to write off uneconomic facilities and provide
for workforce reduction at the Inland Steel Company
and the Company.
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Second, in 199Y Inland Steel Company completed a
major plant and equipm ent investment program that
amounted to approximately $1.3 billion since 198A.
This included the jo in t ventures of I/N Tek and I/N
Kote and major upgrades to facilities in the flat
products and bar business. As expected, the facility
upgrades resulted in significant start-up costs and
disruptions to operations that negatively impacted
financial results. By early 199X, all facilities reached
their design capabilities. This major investment program
also shifted the product mix to higher value-added
products which historically have not experienced
significant price volatility. Consequently, the Company
is now positioned with modern facilities that will
enhance its ability to generate taxable profits.
Finally, the Company operates in a highly cyclical
industry and consequently has had a history of
generating and then fully utilizing significant amounts
of NOL carryforwards (during the years 198A and 198C
the Company utilized approximately $600 million of
NOL carryforwards, and in 199X utilized $134 million
of NOL carryforwards. [Inland Steel Industries, Inc.]
Self-Insurance: The Company is generally self-insured
for losses and liabilities related primarily to workers’
compensation, health and welfare claims, physical
damage to property, business interruption resulting
from certain events, and comprehensive general,
product and vehicle liability. Losses are accrued based
upon the company’s estimates of the aggregate
liability for claims incurred using certain actuarial
assumptions followed in the insurance industry and
based on Company experience. [ Coca-Cola Enterprises]
Fair Value of Investments. The fair values of nonmarketable

equity securities, which represent either equity
investments in start-up technology companies or
partnerships that invest in start-up technology companies,
are estimated based on the fair value information
provided by these ventures. [Eli Lilly and Company]
Describe the Recognition Criteria

The recognition criteria for some accounting
pronouncements are based on subjective information.
For example, determining whether a contingent loss
should be recognized is based on a judgm ent as to whether
the loss is “probable.” In these situations, it may be helpful
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to describe the specific criteria management uses to
determine when a subjective threshold has been passed.
For example:
Excess Acquisition Cost. Management evaluates, on an

ongoing basis, the carrying value of excess acquisition
cost and makes a specific provision against the asset
when impairment is identified. When a loss is expected
from the proposed sale of a business or product line, a
diminution in the value of the excess cost over the net
asset value of the business acquired is identified. In
the instance of an ongoing business, such diminution
is recognized when there has been a history of the
business’ inability to generate operating income after
the amortization of goodwill and in m anagement’s
judgm ent, the business will not recover from this
position in the future. [ The Dexter Corporation]
Environmental Expenditures. Liabilities are recorded

when environmental assessments are made or remedial
efforts are probable and the costs can be reasonably
estimated. The timing of these accruals is generally on
the completion of feasibility studies or the settlement
of claims, but in no event later than the Company’s
commitment to a plan of action. [AlliedSignal Inc.]

Explain Why an Estimate Cannot Be Made and State When an
Estimate Will Be Possible
In those instances where an estimate cannot be made, the
accounting standards generally require the notes to the
financial statements merely to state that an estimate cannot
be made or is not practicable. Some entities go beyond this
requirem ent and explain why a particular estimate cannot
be made and give some indication of when an estimate will
be possible.
For example:
Environmental Matters. Although the company has

accrued for expected site study costs and some remedial
effort, no reliable estimate can presently be made of
the company’s range of liability due to the absence of
site specific data, the unique nature of mercury plant
wastes and the complex characteristics of the plant site
and adjacent areas. An estimate of the range of liability
at Anytown is not reasonably possible until technical
studies are sufficiently completed to permit such a
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determination. It is anticipated that the Anytown plant
site study will commence in fiscal 199X and will be
completed in approximately 42 months. Study of the
surrounding area should begin after commencement
of the plant site study on a timetable yet to be
determined. The company’s ultimate exposure will also
depend upon the continued participation of the other
party held liable and on the results of both formal and
informal attempts to spread liability to others believed
to share responsibility. [Morton International Inc.]
Disclose the Time Period Covered by Estimate of Future Cash Flows

As discussed in chapter 3, the time period covered by
estimates of future cash flows can have a significant impact
on the related accounting. In these situations, companies
may wish to disclose the time period covered by the cash flow
estimate and the factors considered in using that period.
For example:
Write-down. Prior to the fourth quarter of 199X,
impairment with respect to the Company’s long-lived
assets was determined by comparing the sum of the
undiscounted projected future cash flows attributable to
each business unit to the carrying value of the assets of
that business unit. Projected future cash flows for each
business unit were estimated for a period approximating
the remaining lives of that business unit’s long-lived
assets, based on earnings history, market conditions and
assumptions reflected in internal operating plans and
strategies. [ The Interlake Corporation]

Key Points
Practice Tips for Auditors—Disclosures
• Financial statement disclosures are important, but good
disclosures do not make up for bad accounting.
• Use disclosures to help—
- Dispel misperceptions financial statement users may
have about the precision of the financial statements.
- Communicate key assumptions underlying the financial
statement amounts to the financial statement users
• Consider making optional disclosures not required by
GAAP in situations where such disclosures will keep the
financial statements from being misleading. Use the
examples provided in this chapter as a starting point.
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Author’s Note: On the following pages are examples of audit testwork performed

on soft accounting information. Following each example are the comments of the
authors, describing how the recommendations provided in this book have been
applied to the example situation.
There is no single recommended approach for auditing a given accounting
issue. For example, there are many ways one may audit a client’s estimate of
impairment loss for long-lived assets. These examples are not designed to
recommend audit procedures for specific accounting pronouncements. Rather, the
following examples illustrate many of the techniques described in this book for
auditing soft accounting information. These techniques can be combined and
adapted in many ways to meet the needs of your particular circumstances.

Example 1: Acme Software (Allowance for Sales Returns).....................84
Example 2: The Bond Company (Deferred Compensation
Arrangement)......................................................................................... 89
Example 3: Desert Drywall (Estimate of Expected Cash Flows)............ 95
Example 4: Outdoor Leisure (Warranty Liability).................................100
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E xample 1: A cme Software (Allowance for Sales R eturns )
The following example illustrates several techniques described in this
publication, including—
• Making inquiries of management.
• Seeking corroborative information from an industry expert.
• Obtaining evidence to corroborate m anagement’s stated intentions.
This example deals primarily with an audit of soft information relating
to revenue recognition when the right of return exists; however the
techniques illustrated also may be useful in developing audit
procedures related to the following:
• Allowance for doubtful accounts or uncollectible pledges for
significant accounts or pledges receivable
• Inventory obsolescence for significant inventory items
• Assessing managem ent’s intent related to the classification of
investment securities
Acme Software makes com puter games for personal computers. Under
an agreement with their primary distributor, Roadrunner Inc., Roadrunner
has the right to return any product that is unsold after nine months.
This memo describes the auditing procedures performed, the results of
those procedures, and the conclusions reached regarding the adequacy
of the allowance for sales returns for Acme Software at 12/31/XO.

Facts
(1)

Under the terms of the distribution agreement (see copy in permanent
file), Roadrunner has the right to return any product that remains unsold
after nine months. As a practical matter, products will rarely be physically
returned unless they are defective. Instead, Roadrunner will negotiate with
Acme to discount the suggested retail price of the product to a “closeout”
price. Based on that closeout price, Acme will issue Roadrunner a credit
memo for the portion of the discount to be absorbed by Acme.

(2)

Per reading of the distribution agreement, the portion of the discount
to be absorbed by Acme is the price Acme sold the product to Roadrunner
less the greater of: (1) the closeout price or (2) Acme’s production
costs. The result of this formula is that any markdowns will first be
taken from Roadrunner’s profit margin and Acme will never receive
less than its production costs for any units.
Author’s Note: These two paragraphs describe the terms of the distribution
agreements, which will serve as the basis for the client’s model to make an
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estimate of the return allowance. Note that key elements of the model were verified
by the auditor based on a reading of the underlying agreement.
(3)

Per my conversation with George J., marketing director, the product life
cycle for a PC game generally is about 9 months. Sales are expected to
be slow in months one and two and increase significantly in months
three and four as magazine game reviews and other promotions reach
the public. After about 5 months, sales usually decline significantly.
George rarely expects to sell any more of a product after nine months
from release. He indicated that this is the general life cycle, but it may
vary depending on the product.

(4)

I also spoke to Betty R., the marketing rep for Macintosh games. She
indicated that Macintosh games have a longer product life cycle due to
the relative paucity of Macintosh game titles. Per review of the Sales
Analysis Report (see workpaper XX), as of 2/15/X 1 [10 weeks after the
balance sheet date], Storm God, was released 14 months ago, and orders
continue to come in. Betty expects that Fog Bank (the most recent
Macintosh product) will also have a shelf life longer than PC titles.
Author’s Note: These two paragraphs describe some of the key assumptions
underlying the development of the estimate. Note that the auditor has directed his
inquiries to people outside of the accounting department— the people interviewed
were marketing people, in the best position to know the information.
The auditor verified Betty R .'s representations by reviewing the Sales Analysis
Report. Presumably, this report was tested as part of the audit and documented
in the workpapers to determine that it was reliable for audit purposes. The
auditor used the most current report available, which was after the balance sheet
date. This post-balance-sheet-date information will help confirm the client’s
explanation. Note that the allowance for Fog Bank will be modeled on the
historical results of the similar product Storm God.

(5)

Per discussion with Fred F., controller, a 10% return allowance is the
industry average for PC games. On November 1, 19X0, I spoke with
S. Moynihan of Big National Accounting Firm. Mr. Moynihan is the
audit partner of several large computer game developer engagements.
He indicated that most of the exposure for discounts and returns in
the computer game industry is in the cartridge (for example, Sega and
Nintendo) market. According to Mr. Moynihan, the industry average in
the cartridge market is about 25%. The return rate for PC games is
significantly lower. Acme has no exposure on cartridge game units, as
the only cartridge game still in inventory has been completely written
off as of the balance sheet date.
Author’s Note: The auditor has askedfor a “ballpark”estimatefrom the client of the
industry normfor sales returns. He has corroborated management’s statement through
inquiry with an industry expert. (See chapter 1for suggestions on how to track down an
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industry expert.) In the situation from which this example was developed, the auditor
and Mr. Moynihan had been partners together at Big National Accounting Firm.
Also note that the inquiries of Mr. Moynihan were conducted early in the
audit— sixty days before the balance sheet date. In this case, Mr. Moynihan's
comments corroborated management’s statement. Had there been significant
differences between Mr. Moynihan and the client regarding the industry norm,
the auditor would have had plenty of time to reconcile these differences.
(6)

Per George J., if a product is not selling quickly enough and it is decided
that the suggested retail price should be discounted, the price is generally
discounted about 25%. If some units remain after that discount, the
product may be further discounted up to 75%. Such a deep discount is
not expected to be used to move any of the titles still remaining at
12/31/XO. Generally, the deeper discounts are used only for a very small
portion of the total units sold as a means to guarantee sale of the
remaining inventory. Per review of gross margin analysis by product line
(see workpaper XX), we noted no instances where the company
appeared to be taking steep discounts on large portions of inventory.
Author’s Note: This paragraph describes more of the key assumptions that will

underlie the client’s calculation of the estimated allowance. The auditor has
performed an analytical review procedure to assess the reasonableness of the
client’s statement.
(7)

The analysis on workpaper XX indicates that the allowance established in
the prior year was inadequate to cover actual losses. Per discussion with
Fred F., controller, the major reason for this was that Roadrunner’s outside
warehouse agent [warehouse for the distributor] did not give Roadrunner
accurate data regarding returns and, ultimately, the amount of Acme
product on hand at year end. During the current year, Roadrunner has
switched to another warehouse and expects to receive more accurate data.
Author’s Note: The auditor has reviewed and commented on the client’s past

history with making this estimate. In the past, it appears the client has
underestimated the amount. The auditor has identified the reasons for this
understatement and the changes made in the current year to mitigate this risk.

General Approach
(8)
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The general approach to establishing an allowance for returns is based
on the am ount of inventory held by Roadrunner at year end. In the
PC market, there is almost no exposure to returns from the ultimate
consumer since opened packages are generally not accepted for return
since the software can be easily duplicated. Thus, Acme’s exposure is
generally limited to the units sold to Roadrunner which Roadrunner
has not sold to consumers (and which therefore remain in R oadrunner’s
warehouse at year en d ).
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(9)

The client’s approach is to review each title held by R oadrunner at
year end and, based on the title’s sales history and managem ent’s plans
for discounting any unsold units, determine an allowance for each
individual title.
Author’s Note: These two paragraphs describe the client’s model for making the

estimate, which seems to be an accurate representation of the situation.
Note that the model works with highly disaggregated data— the client performs a
detailed analysis of each title. This approach is more likely to produce an accurate
estimate than one based on highly aggregated data, for example, establishing
a “blanket”allowance of 10% or 15% of the total inventory on hand at
Roadrunner at year end.

Review of Individual Titles
(10)

The following outlines the status of the inventory by title per my
discussions with George J., marketing director. This discussion is
current as of February 24, 199X.

(11)

Dog on the Loose. Acme expects no future sales on this product. The only
future sales are likely to come from bundling distribution agreements.
Acme has taken the same position for the Canine Parade and Howling
Wolf titles. No sales of these titles were recorded during 19X1, and all
remaining inventory has been written off 100%.

(12)

Mastodon Marauder. Acme was having sell-through problems on this title
in the previous year. No further movement is expected on this title
without price protection arrangements. Acme expects to issue credit
memos to Roadrunner at $10 to $12 per unit. At 12/31/X I, the total
units on hand at Roadrunner were 817. At $12 per unit, the total
allowance should be approximately $9,800. The client’s allowance for
this title was $19,800.

(13)

Storm God. This is Acme’s first game for the Macintosh, and sales have
exceeded their expectations. Fourteen months after release, the title
continues to sell. New orders come in approximately every other month,
and the last order date was January X2. Acme has established a 15%
allowance for this title, which seems adequate based on continued sales.

(14)

Fog Bank. This title was first shipped to Roadrunner in August 19X0.
They sold all of the initial 13,000 units and reordered in December
19X0. This is a Macintosh title that is expected to continue to sell for
some time, which is consistent with Storm God. The allowance provides
for returns of 15% of sales.

(15)

Boatyard. This is an old title. Originally selling for $10, George expects
that to close it out, the title will sell for $5. Thus, Acme’s allowance
provides for a 50% write-off.
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(16)

Desert Commando. The first run of this title was shipped to R oadrunner
on 12/15/XO. It is a PC title, with only a CD ROM version. Per George,
Acme has called to various game retailers, and as of February XI, early
sales are good. At 12/31/XO, Roadrunner had purchased 30,000 units
and had sold approximately 18,000 to retailers. No allowance had been
provided for this title.
Author’s Note: The auditor has obtained information from the client on each

title and inquired about management’s intentions for selling the product.
Management’s stated intentions are consistent with comments made earlier and
past actions. Some information (most recent order date, units sold to date) can be
verified through examining in-house reports or confirming with outside parties.

Description o f Additional Testwork
(17)

In addition to the testwork described in this memo, the following
workpapers contain additional testwork, the results of which we
considered in forming our final opinion.
• Analysis of Sales Returns as a Percentage of Sales. This analysis was
perform ed for individual titles still on hand at year end and for the
company as a whole. We noted that over the past three years, the
company has experienced sales returns ranging from 12% to 20% in
any given year, with the three year average being 15% of sales.
• Obtain and Test Client’s Calculation of Allowance. We obtained the
client’s calculation of the allowance. Sales to Roadrunner and the
returns were agreed to monthly sales reports. Amount of units on
hand were agreed to confirmation received from Roadrunner. We
agreed the assumptions used in the calculation to the discussion with
George J. docum ented above. We recalculated the schedule.
Author’s Note: The analytical review was performed as a supplemental test, as a

means to corroborate the reasonableness of management’s final analysis. Notice
that the review establishes a historical range for the allowance, which is useful
information because now the auditor can see that the current year allowance is at
the upper end of the client’s past product returns.
Testing the mathematical accuracy of the client’s calculation is a small part of
the audit testwork. Most of the audit evidence relates to management’s process
and the assumptions underlying the estimate.

Conclusion
(18)
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In general, Acme’s allowance for sales returns appears adequate.
Adequacy is supported by managem ent’s process, which is based on a
consideration of individual titles, their sales history, and the
m anagement’s future plans to offer discounts on any remaining units.
We note that Acme’s overall allowance at 12/31/XO is 22% of inventory
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on hand at Roadrunner, which is somewhat conservative compared to
the historical returns, which average about 15%.

Example 2: T he B ond C ompany
(D eferred C ompensation Arrangement)
The following example illustrates several techniques described in this
publication, including—
• Using probabilities to create a weighted average point estimate from
a range of possible assumptions.
• Estimating future cash flows.
• Choosing and supporting discount rates.
• Isolating and reviewing key assumptions.
This example deals primarily with an audit of soft accounting
information relating to an accrued liability for deferred compensation;
however the techniques illustrated may also be useful in developing
audit procedures related to—
• Estimating future cash flows for the recognition and measurement of
the impairment of long-lived assets
• Evaluating future profitability of an entity for assessing the following:
- The ability of an entity to continue as a going concern
- The recoverability of deferred tax assets
• Using present-value techniques to estimate the following:
- Current values in personal financial statements
- Fair value of financial instruments
The company described below has a deferred compensation arrangement
with two of its key employees. In measuring the am ount of the liability
to be recorded relating to these agreements, significant issues were
raised about the timing of the benefits to be paid and the appropriate
discount rate to be used.

Facts
(1)

The Bond Group has entered into two deferred compensation
agreements with two key employees. Both agreements are identical.

(2)

Under the terms of the agreements, each employee is to receive
compensation based on the book value of the company, as defined.
Both employees have fully vested their benefits, and the calculation of
the gross amount of the benefit is fairly straightforward and is documented
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in workpaper XX. Per the client’s calculation, at 12/31/X X the gross
amount of deferred compensation payable for each employee is:
Employee A:

$1,415,800 (see Schedule 1)

Employee B:

$ 986,400 (see Schedule 2)

Total A & B

$2,402,200

Author’s Note: These paragraphs describe the terms of the agreement. Paragraph

(2) summarizes a mathematical calculation and makes reference to a separate
workpaper where this calculation can befound. Presumably, this calculation is
supported by amounts that can be verified easily and by a formula that is
described in the deferred compensation agreement.
(3)

Per the agreement, the benefit will be paid as follows:
I f by death of the employee:
• 10% within 90 days of plan benefit determination
• The balance over ten consecutive equal annual installments
I f by reason of disability, retirement at age 62, or termination without cause:
• 20% within ninety days of plan benefit determination
• The balance over eight consecutive equal annual installments
I f by voluntary termination by employee prior to retirement age of 62:
• 5% within ninety days of plan benefit determination
• The balance over twenty consecutive equal annual installments
No payment will be made if an employee is terminated with cause.
U nder any payout scenario, the company has the option to pay the total
deferred compensation sooner than required under the agreement. At
this time, management is not sure whether they would pay the benefit
any sooner than required.
Author’s Note: This paragraph summarizes the payout terms of the agreement.

This is important because it serves as the basis for building the models in
Schedules 1 and 2, which are used to calculate the amount of the liability.
(4)

U n d e r GAAP, th e liability fo r th e d e f e rre d c o m p e n s a tio n s h o u ld b e

measured at the present value of all future benefits expected to be paid.
(See workpaper XX for memo on the accounting treatment.)
Author’s Note: For complicated accounting applications such as this one, it is

useful to review the accounting issues. In this case, this review is part of a
separate memo, probably one that carries forward from year to year.
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Audit Issues and Approach
(5)

Gross Amount of Benefit. The client’s calculation of the gross amount of
the benefit was tested by agreeing key terms per the client’s worksheet
to the signed deferred compensation agreements. We then tested the
client’s calculations. No exceptions were noted. See workpaper XX.
Author’s Note: This paragraph describes the audit work done on the calculation

of the gross amount of the benefit. This calculation can be easily verified and
would not appear to be soft accounting information because there is very little
judgment involved in making the calculation.
(6)

Amount and Timing of Future Cash Flows. The am ount and timing of
future cash flows will vary, depending on whether the employee dies,
retires, or is terminated. Because of these uncertainties we calculated a
weighted-average estimate of expected future cash flows based on the
probabilities of the possible outcomes.
Author’s Note: This paragraph describes the audit tests relating to the amount and

timing of the payout. This is somewhat complicated because there are three different
payout scenarios, depending on whether the employee dies, terminates, or retires.
In this case, the auditor has estimated probabilities for each of these scenarios for
each employee. These probabilities are then used to develop a weighted average
point estimate for the amount and timing offuture cash flows.
This is really the key assumption in the entire calculation. As you’ll see,
changing the discount rate does not affect the calculation that much. (A 2%
change results in only a $150,000 difference in the liability.) But changing the
assumption of whether an employee will retire or terminate has a much bigger
impact on the calculation of the liability.
(7)

Discount Rate. Theoretically, the discount rate is the rate that would
measure the present value of the future cash flows required to satisfy
the obligation. Per a review of firm clients and AICPA trends and
techniques, the discount rate used for measuring similar items such as
pensions and postretirement benefits ranges from 6% to 8%.
Author’s Note: The analysis includes a range of discount rates, which the

auditor became comfortable with by reviewing the rates used by other companies
for similar liabilities. Note that the auditor is working with a range, which lets
the auditor see how sensitive the estimate is to the choice of discount rate. In this
case, there is not that much difference.
(8)

O ur calculations of the estimated present value of the deferred
compensation liability for employees A and B are attached to this
memo as Schedules 1 and 2.
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Conclusion
(9)

The client has recorded a liability for deferred compensation based on the
gross amount of the payment. Our testwork indicates the following
proposed audit adjustment, based on the present value of the gross payment.
Low End
of Range

High End
of Range

Employee A, present value (Sch. 1)

$ 1,001,611

Employee B, present value (Sch. 2)

550.944

$ 1,084,812
624.447

Total

1,552,555

1,709,259

Liability per client (Sch. 2)

2.402.200

2,402,200

$ 849,645

$ 692,941

Possible audit difference

Author’s Note: The client has recorded a liability based on the gross amount of

the deferred compensation benefit. Thus, the model used by the client to calculate
the liability is flawed; it is inconsistent with GAAP. The auditors job now is to
determine whether the difference between the client’s estimate and an estimate
consistent with GAAP is material.
The auditor has produced a range of acceptable amounts. This range is caused
by differences in the assumed discount rate.
(10)

Selecting a midpoint in the range as a basis for our audit adjustment,
the resulting adjustment is:
Debit Deferred Compensation liability

$ 770,000

Credit Compensation expense

$ 770,000

Author’s Note: The auditor has prepared an audit difference based on the

midpoint in the range estimate. Notice that audit difference has been rounded to
the nearest $10,000. To pick an exact number would imply a precision to this
estimate that could be misleading. The proposed audit difference is a soft audit
difference, which will be segregated from other, more objective audit differences.
SCHEDULE 1
Estimated Benefit for Employee A
Employee A is 63 years old. He is past the retirem ent age and therefore,
retirement is the most likely scenario for the payout of his benefit. The voluntary
termination option is not an option, since he is past the age of retirement.
Total gross benefit: $1,415,800
Gross benefit payouts were determ ined based on payout terms described
in previous memo. Probabilities are assumptions based on discussions with
management.
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Death
(Probability 15%)

Retirement
(Probability 85%)

Voluntary Termination
(Probability 0%)

Yr.

Total
(d)
(e)
(b)
(a)
(c)
(f)
Gross Pymt Wgt Avg.1 Gross Pymt Wgt Avg.2 Gross Pymtt Wgt Avg.3 Wgt Avg.4

1
2
3
4
5
6
7
8
9
10
11

$ 141,580
127,422
127,422
127,422
127,422
127,422
127,422
127,422
127,422
127,422
127.422

283,160
141,580
141,580
141,580
141,580
141,580
141,580
141,580
141,580

21,237
19,113
19,113
19,113
19,113
19,113
19,113
19,113
19,113
19,113
19,113

N /A

240,686
120,343
120,343
120,343
120,343
120,343
120,343
120,343
120,343

$1,415,800

$1,415,800

261,923
139,456
139,456
139,456
139,456
139,456
139,456
139,456
139,456
19,113
19.113
3
$1,415,800

Present value of the above cash flows
6%: $1,084,812
7%: $1,041,839
8%: $1,001,611
1 Equals gross payment x probability of 15%.
2 Equals gross payment x probability of 85%.
3 Equals gross payment x probability of 0%.
4 Equals sum of (b), (d), and (f).

SCHEDULE 2
Estimated Benefit for Employee B
Employee B is 37 years old.
Total gross benefit: $986,400
Gross benefit payouts were determ ined based on payout terms described
in previous memo. Probabilities are assumptions based on discussions with
management.
Death
(Probability 5%)
Yr.

Retirement
(Probability 30%)

Voluntary Termination
(Probability 65%)

Total
(d)
(e)
(b)
(c)
(a)
(f)
Gross Pymt Wgt Avg.5 Gross Pymt Wgt Avg.6 Gross Pymt Wgt Avg.7 Wgt Avg.8

1
2
3
4
5

$ 98,640
88,776
88,776
88,776
88,776

6

88,776

4,932
4,438
4,438
4,438
4,438
4,438

197,280
98,640
98,640
98,640
98,640
98,640

59,184
29,592
29,592
29,592
29,592
29,592

49,320
46,854
46,854
46,854
46,854
46,854

32,058
30,455
30,455
30,455
30,455
30,455

96,174
64,485
64,485
64,485
64,485
64,485
(continued)
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7
8
9
10
11

88,776
88,776
88,776
88,776
88,776

4,438
4,438
4,438
4,438
4,438

98,640
98,640
98,640

29,592
29,592
29,592

46,854
46,854
46,854
46,854
46,854

30,455
30,455
30,455
30,455
30,455

64,485
64,485
64,485
34,893
34,893

468.540

304,551

304,551
9
$986,400

12
20
$986,400

$986,400

$986,400

Present value of the above cash flows
6%: $624,447
7%: $585,689
8%: $550,944
5 Equals
6 Equals
7 Equals
8 Equals

gross payment x probability of 5%.
gross payment x probability of 30%.
gross payment x probability of 65%.
sum of (b), (d), and (f).

Author’s Note on Schedules 1 and 2: The total gross benefit is based on a

mathematical calculation that is easy to verify. The payment terms for each
option are taken directly from the compensation agreement (for example, if the
employee retires, he or she is to receive 20 % of the gross immediately, and the
remainder spread out over the next 8 years).
The most subjective part of the calculation is in choosing the probabilities that
a given employee will choose a particular option. This is a difficult estimate to
make, but it is based on the terms of the agreement and discussions with
management. The probabilities appear to be logical and consistent with each
other, for example:
• Both schedules include an estimate for the probability the employee will die.
The probability of dying for the older employee is higher than the probability of
dying for the younger employee.
• The older employee is beyond the retirement age, therefore the voluntary
termination option is not applicable.
• Employee B essentially has two options: She can stay with the company for
another 25 years, or she can quit before retirement. Given this particular
employee’s situation, it was estimated that she had about a one in three chance
of staying with this company until retirement. Under a different set of facts
and circumstances, a different assumption might have been more appropriate.
For example, if she was closer to retirement, or if she was the daughter
in a family-owned business, the probability of her staying with the company
until retirement might be higher.
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Note that these schedules assume management will pay out the benefit over the
term specified in the deferred compensation agreement. They have the option of
paying it off sooner, but these schedules ignore that option.
As stated in paragraph (3) of the memo, management does not have the positive
intent and ability to pay these benefits sooner than they are due. Therefore, it is
appropriate that the schedules assume the payout will be according to the terms
of the agreement.

E xample 3: D esert D rywall (E stimate of E xpected Cash F lows)
The following example illustrates several techniques described in this
publication, including—
• Assessing the business reasons for management’s stated plan of action.
• Using industry and client knowledge to identify key assumptions.
• Getting involved early to help the client gather information necessary
to make an estimate.
• Using the bottom-up approach to estimate future cash flows.
• Using subsequent events and transactions and inquiries made outside
the accounting departm ent to corroborate key assumptions and
statements made by management.
This example deals primarily with an audit of estimated cost to complete
a construction project; however the techniques illustrated also may be
useful in developing audit procedures related to—
• Estimates of expected future cash flows.
• Assessing the recoverability of deferred tax assets.
• Evaluating m anagement’s plans relating to going concern issues.
Desert Drywall is a drywall subcontractor located in Las Vegas, Nevada.
The company has been in business for four years, but the owner-managers
have worked in the construction business (primarily hanging drywall)
for nearly twenty years. Traditionally, the company has worked on
commercial projects such as hotels and casinos. During 19XX the
company began their first residential project when they were awarded
the drywall subcontract for a 125 single-family homes in the Iguana
Gardens housing development.
(1)

At December 31, 19XX, the Iguana Gardens was approximately 75%
complete. Miguel J., project manager for Desert Drywall, prepared the
estimate of cost to complete the project. His estimate is contained in
workpaper ZZ.
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Author’s Note: In the actual audit from which this example was taken, workpaper
ZZ contained the client’s estimate. The auditor performed tests of the computation
and other substantive tests, but the critical audit work was documented in this
memo. The client’s calculation has not been included in this example.
(2)

Iguana Gardens consists of 125 single-family homes plus a golf club,
and at 12/31/X X the entire subdivision was sold out. At 12/31/X X
approximately 110 of the homes had been framed, and of those,
drywall had been completed on 85. Thus, at year end, Desert Drywall
has a backlog of 25 homes for which drywall work needs to be
completed. After completing the homes, the company will install
drywall in the golf clubhouse.
Author’s Note: This paragraph described the physical status of the project. It’s
important that the auditor understand the underlyingfacts of the situation and
not just the numbers. The information about backlog is important because it helps
the auditor understand whether the client’s performance to date is as expected.

(3)

The contract contains a penalty provision, whereby the company will be
charged $1,000 a day if they are late in finishing the project. I asked
Miguel if the company plans to finish the project on time, and he
indicated that m anagement will have the workers work overtime to
finish on schedule. It is much cheaper to pay the overtime than to pay
the penalty and risk damaging their reputation.
Author’s Note: The client states its intent with regard to finishing the project on
time, and the auditor has noted that there is a good business reason behind this
intent; the client would rather pay overtime than pay the penalty.
Note also that the auditor is aware of the penalty provisions of the contract. This
is an important assumption that has to be considered in the estimate. In the real
situation from which this was taken, the auditor relied on her in-depth knowledge
of the client, its business, and the construction industry to identify the existence
of this provision.

(4)

Miguel’s estimate of cost to complete consists of three components:
• Costs to complete remaining houses. The company has forty homes to
complete. Homebuyers have a choice of five different home designs
to choose from, and the cost of drywall installation varies depending
on the style. The company’s cost accounting records for this project
have been segregated by type of home.
See workpaper XY for audit testwork on the company’s cost
accounting system. Based on that testwork, we believe the company’s
cost accumulation records are reliable.
Using the cost accumulation records, Miguel calculated an average
cost of direct materials and labor for each type of house. He then
used this average to project the materials and labor charges for the
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remaining forty houses. This process seem reasonable and is based
on reliable information.
Author’s Note: The company segregated the cost of the project by type of home.
This was done at the suggestion of the auditor. In the real-life situation, the
client called his auditor when he was awarded the contract. The auditor
suggested he set up his cost accounting records to track costs by type of home
because she thought it would provide a better management control for the client.
She knew that this was the first residential job this company had ever done, and
she told the client that the more information he had about how the job was
progressing, the better off he’d be. Later, this information became crucial in the
client’s estimate of cost to complete the project.
Note that the client’s estimate of cost to complete is essentially a “bottom-up”approach
described in this book. The client has used highly disaggregated information (cost per
house) to build an estimate of total remaining costfrom the bottom up.
• Costs to install drywall at the clubhouse. The clubhouse installation is
similar to installing drywall in a hotel or casino—projects the company
has traditionally performed. These costs are based on estimated
installation costs per linear foot of drywall. These estimates are
known to Miguel based on his experience bidding and performing
other, similar jobs. Per Miguel, he has included a “cushion” of 10% in
this estimate because he has never worked with this particular
general contractor before. The 10% should be sufficient to cover any
problems caused by inaccurate plans, miscommunications, or other
problems that can surface when working with a new contractor.
Author’s Note: To estimate the cost of the clubhouse, the client has used the
parallel extrapolation approach described in this book. They have taken a similar
situation (installing drywall for a casino or hotel) and projected it to the task at
hand. The built-in assumption is that the clubhouse installation is analogous to
a hotel or casino.
• Costs to repair work at twenty-five houses. Per Miguel, the company
hired new employees that had been suggested to it by the general
contractor. These new employees perform ed marginal work, and an
inspector for the general contractor requested that some of the work
be redone at twenty-five of the homes. Since the findings of the
inspector, the new employees have been supervised more closely, and
the quality of the work has improved. Miguel’s estimate of the repair
work is based on the field supervisor’s estimate that it will take
approximately 100 worker-hours to perform the work. Miguel does
not anticipate having to repair the work on any other houses.
Author’s Note: The estimate of the repair work seems to be a ballpark figure. The
estimate is based on a conversation with the field supervisor, which is not the same
type of rigorous process used to make the other two components of the estimate.
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(7)

On February 15, 19XY (ten weeks after year end) I performed a site
visit of this location. I spoke with Miguel J., the project manager for
Desert Drywall, and Guy F., the overall project supervisor for the
general contractor. I observed the following.
Author’s Note: In this example the auditor has gotten “comfortable”with the

client’s estimate by becoming comfortable with the client’s process for making the
estimate and the quality of the underlying assumptions. The auditor is using
hindsight (a site visit subsequent to year-end) to test the reliability of the client’s
process and quality of the assumptions. She has corroborated key assumptions
with other individuals, including one outside of the company.
(8)

• At February 15, 19X4, 120 houses had been framed. Drywall work
had been completed on 105 of these, leaving a backlog of 15. I asked
Miguel J. how the company was able to catch up with the framers,
and he told me that since switching around the crews (mingling in
the new employees with the old employees), the work has progressed
much faster. I asked if they will finish the project on time. He told me
that before they changed the crews, he was not optimistic they could
be done on time. Now he is certain they will finish, but he estimates
it will take about two weeks of working overtime to get the job done.
Author’s Note: The company’s ability to finish the project on time is a key

assumption. The auditor has corroborated management’s assertion through a
discussion with the field supervisor.
(9)

• Miguel also stated that the work on the new homes is progressing
much faster now that they have completed the repair work required
on the twenty-five homes. I asked him how many hours it took to
complete that work and he said it was more than expected, perhaps
50% more.
Author’s Note: One of the weaknesses in the client’s estimate was the process

used to estimate the cost of repairing the work done at twenty-five homes (they
ballparked it). The response offered by the field supervisor (we were probably 50%
over budget) is not that satisfactory. Depending on how material this amount
was to the overall estimate, the client may decide to do additional testwork. In
this case, she did, as described in paragraph (17).
(10)

• I ta lk e d to M iguel a b o u t g e n e ra l j o b site c o n d itio n s a n d w h e th e r th e

company had any plans to do more residential work. He indicated
that there has been a tremendous learning curve on this project, that
there were certain inefficiencies on the first few homes that were
eliminated by the later homes. Any future residential projects can
take advantages of these learned efficiencies.
Author’s Note: The model used by the client has a built-in assumption that the

company’s past performance is an adequate predictor of future results. The
comment in this paragraph indicates that, in fact, the company should perform
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better in the future than they have in the past. Because of this, the model used by
the client will produce a conservative result (that is, estimates offuture costs
should be greater than actual costs incurred).
(11)

• I noted that the foundation had been poured for the new clubhouse
and that the framers were beginning work. Miguel indicated that his
crew would be starting work on it shortly. I asked him whether the
job was comparable to doing work on a hotel or casino. He said it was
probably easier, because the clubhouse is just a big box. There are
very few cuts to worry about, and the work should go faster than
Miguel thinks.
Author’s Note: Another key assumption in the client’s model is that installing

drywall for a golf clubhouse is analogous to installing drywall at a hotel or casino.
The auditor has corroborated this fact with thefield supervisor. Again, the
supervisor indicates that the assumption made by management is conservative.
(12)

• I toured the project with Guy F., the supervisor for the general
contractor. I asked him about the work that needed to be repaired
at the twenty-five homes. He told me that it was just due to
inexperience of the new workers, and that they should have been
supervised from the beginning. I asked him if he had completed his
inspections of all of the work perform ed by Desert Drywall since. He
said that he had not looked at everything, but he watched them
pretty closely for a while, and all the work looks good. He does not
anticipate any more problems.

(13)

• I asked him about his overall impressions about Desert Drywall. He
said that they were a good, experienced professional outfit. He said
that in the beginning they didn’t seem that familiar with working in a
residential home environment, but that they learned quickly. He
agreed with Miguel’s assessment that the clubhouse was an easy job
for the drywallers.

(14)

• I also asked Guy if he could see any reason why Desert Drywall
would not complete their work on time. He said it would be close,
but if they missed, it wouldn’t be more than a day or two.
Author’s Note: The client made inquiries of third parties outside of the company

to try to corroborate some of the client’s statements. The client also searched for the
possibility that the client has left something out of their estimate.

Conclusion
(15)

We note that in the past, Miguel has always been fairly accurate in his
estimates. This project is different because the client has never done
anything like this before; however, by February of 19XY the job was
nearly 85% complete, which provides a good basis for estimating the
remaining costs to be incurred on this job.
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(16)

We have reviewed the client’s estimate, and their process for gathering
information and making assumptions. We note that the estimate does
not take into account the possibility of working two weeks of overtime
to avoid a penalty. However, we also noted that the client appears to
be overly conservative in their estimate of the costs to complete the
clubhouse. These two conditions seem to balance each other out, and
we conclude that the client’s estimate for the cost to complete the
remaining homes and the cost of the clubhouse are reasonable.
Author’s Note: The audit approach used in this situation was to test the
reliability of the client’s estimation process and the quality of the underlying
assumptions. This was done mainly by corroborating key assumptions with others
both within and outside the organization and by reviewing the actual results
subsequent to year end and comparing these to the year-end estimate.
In the actual situation, the auditor had a long-standing relationship with the
client and knew that his estimating process was fairly reliable. During the course
of performing her inquiries, she also came across two instances where the client
was conservative in their assumptions. This, too, is consistent with her past
dealings with this client.
In a situation where the client’s process is not reliable, or the client makes
aggressive or unrealistic assumptions, an auditor will have to perform other, more
substantive procedures. For example, an auditor may have to expand the test of
the client’s cost accumulation records, or they may have to delay fieldwork further
past year end, when more actual information is available.

(17)

However, we noted that the actual costs to complete the repair work on
twenty-five homes was $18,500 more, per the February 15, 19XY cost
records, than the estimate at 12/31/X X . Thus, at 12/31/X X , we have
proposed an adjustment to increase the estimated cost to complete by
this amount.
Author’s Note: Perhaps the weakest part of the client’s estimate was their estimate
of what it would cost to perform the repair work. In this case, all of the work had
been completed by the time the auditor performed the fieldwork, so it was easy to
adjust the year-end estimate to the actual amount.

E xample 4: O utdoor L eisure (Warranty L iability)
The following example illustrates several techniques described in this
publication, including—
• Educating the client on the need for an estimate and suggesting
changes to the accounting system to facilitate the gathering of
necessary information.
• Planning and getting involved with the client early in the audit.
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• Using ranges to become comfortable with estimates of soft
accounting information.
This example deals primarily with the audit of soft accounting information
relating to warranty claims; however, the techniques illustrated also may be
useful in developing audit procedures related to—
• Allowance for doubtful accounts or uncollectible pledges for a
homogeneous pool accounts or pledges receivable that are not
individually significant.
• Inventory obsolescence for inventory items that are not individually
significant.
Outdoor Leisure manufactures a wide variety of patio furniture and
other outdoor supplies. The company offers a warranty on their
furniture that covers any replacement parts from the date of purchase
and any labor for one year from purchase. This warranty does not cover
the fabric on patio umbrellas and furniture cushions, but as a matter of
company policy, the company has replaced fabric for free in order to
keep its customers satisfied.

Warranty Claims Activity
(1)

Historically, the great majority (90% per Chris Forest, controller of
Outdoor Leisure) of warranty claims the company receives have been due
to rips in the fabric of umbrellas and cushions. At the end of last year, the
company began weaving a synthetic fiber into its fabric to make it stronger
and more resistant to rips and tears. By the middle of this year, all new
umbrellas and cushions were shipped with this new fabric. During this
year, most of the warranty claims were still for old umbrellas and cushions,
but these claims will decrease as the new fabric becomes prevalent.
Author’s Note: This paragraph describes the underlying situation and will be
used to construct the model for estimating the warranty liability.

Warranty Cost Components
(2)

Total warranty expense has three components—the cost of replacement
materials, labor, and amounts paid to a service agency to handle
warranty claims. Starting last year, Chris started tracking warranty
replacement materials and labor and consistently costing them to a
separate account. Prior to that time, the cost of warranty materials was
included in general cost of goods sold.
Author’s Note: In the situation from which this example was drawn, this was
the third year auditing the client. In the first year, the client had no means for
tracking its costs of warranty claims. All these costs were aggregated into the cost
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of sales account. At the end of the first year, the auditor made a management
letter recommendation that the client begin to track warranty costs separately.
That suggestion was implemented in the middle of the second year. By the third
year the company now has information available to make a reasonable estimate.
(3)

The total cost of warranty replacement parts and labor for the current
year was $42,886. The total for 1993 (which was an estimate because
there was no separate general ledger account) was $36,850.
Author’s Note: Analyzing a history of warranty costs will help identify trends or

possibly flaws in the process for making the estimate. For example, if there were
large fluctuations from year to year that could not be easily explained, then one
should question whether the process used to make the estimate is reasonable.
(4)

The company contracts with a servicing company (Alpha) to field calls
and arrange for servicing. Alpha bills Outdoor Leisure monthly for its
services and forwards any requests for new materials. Alpha also bills for
the services of fielding calls on its 800 number, arranging for warranty
servicing, and payments to service agents when needed. Each Alpha
invoice indicates what portion of the bill is specifically for warranty
services. The total amount paid to Alpha specifically for warranty services
was $12,704 in the current year and an estimated $9,423 in the prior year.
Author’s Note: There has been a change from the previous year in the underlying

facts and circumstances of the situation. This change will be considered when
building the model to estimate the liability.

Product Improvement
(5)

Since the fabric has been improved, the company expects a marked
decline in the amount of warranty costs. This appears reasonable.
Management anticipates the new fabric will cut the am ount of warranty
costs in half.
Author’s Note: The auditor spoke to people outside the accounting department to

corroborate management’s claim. Note the question “Are there any unforeseen
problems that may develop in the fabric that would require replacement?” This
was an excellent question for the auditor to ask because it helps to identify all of
the implications the change in fabric could have on the warranty liability.
(6)
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We discussed this assessment with members of the engineering
department, who indicated that the new fabric is virtually tear-proof
and should eliminate rips and tears altogether. We asked if any other,
unforeseen problems may develop in the fabric that would require
replacement. They said they weren’t sure. For the purposes of our
analysis, we believe that a range of 30% to 50% reduction in warranty
claims is reasonable.
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Servicing Lag Time
(7)

To estimate the warranty claim lag time, I reviewed a haphazardly
selected sample of fifty-seven warranty claims received in the current
year. The warranty claims were selected from warranty claims received
from Acme with a documented purchase date and claim date in Chris’s
warranty log. For each claim selected, I noted the lag time, rounded to
the nearest month.
Author’s Note: The warranty lag time is one of the key assumptions for testing

this estimate. Recognizing that this is a critical part of the audit test, the auditor
performed a highly reliable test to corroborate the assumption. Inquiries of
management were determined not to be sufficient; the auditor pulled a sample of
invoices and performed a highly objective test.
(8)

The median lag time between date of purchase and date of warranty
claim was about four months. According to Chris, it takes about one
month for an umbrella or cushion to go through the distribution system
from Outdoor Leisure to the distributor to the dealer and finally to the
customer. Based on this, we estimate that the average lag time between
date sold by the company and warranty claim is about five months.

Conclusion
(9)

The following workpaper illustrates our analysis of accrued warranty
claims. This analysis assumes that, on average, warranty claims will be
received within five months, and therefore warranty claims paid in the
current year that relate to previous year sales will approximate 5/ 12 ths
of the total prior year warranty costs.
Author’s Note: The client’s estimate of the liability is outside an acceptable range.

It is also inconsistent with their assumption that warranty claims will be cut in
half as a result of the new fabric. An audit difference has been proposed.
(10)

Based on our inquiries of management and our analysis of the warranty
costs and claims lag rate, we believe that an estimated accrued warranty
liability should fall somewhere between $18,600 and $13,300. Per the
general ledger, the client had accrued only $6,000 at year end, therefore we
have proposed an adjustment to add $9,000 to the existing liability (thereby
selecting a midpoint in the range as a basis for the audit adjustment).
SCHEDULE
Current Year
Replacement materials and labor
Warranty services
Total warranty costs

$

Prior Year

42,886

36,850

12,704

9,423

55,590

46,273
(continued)
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Divided by 12 times 5 (assuming
5 m onth lag)

x

0.417

x

0.417

Estimated warranty cost related to previous year

$

23,181

$

19,296

Prior year sales

$2,322,986

$1,722,857

100%

1.12%

Estimated warranty expense incurred in
current year related to prior year
Estimate Current Year Warranty Liability

Assume 30% Assume 50%
reduction in
reduction in
warrantv costs warrantv costs

Current year sales

$2,658,950

$2,658,950

Estimated warranty on current year to be
paid in subsequent year

x

0.70%

x

0.50%

Estimated warranty cost related to previous year

$

18,613

$

13,295

Author’s Note: This schedule is a model of the warranty liability. The top half of
the schedule is an estimate of warranty claims for a given year that will be paid
in a subsequent year. This estimate is expressed as a percentage of sales.
The key subjective elements of this half of the model are the warranty lag time
and the "prior year" total warranty costs (in the prior year, these costs were not
captured in a separate general ledger account). The auditor performed substantive
tests to get comfortable with the assumed warranty lag time. The estimate of prior
year warranty costs seems reasonable when compared to current year, but in order
to be more comfortable with this estimate, the auditor should review the process
used in the prior year to develop the estimate.
The bottom half of the schedule is an estimate of the current year warranty
liability. The key variable here is the anticipated reduction in warranty claims
due to the new fabric. The auditor has set an acceptable range. At the low end of
the range, the new fabric meets management’s expectations and reduces warranty
cost by 50%. At the high end of the range, the auditor assumes that warranty
cost will only be reduced by 30%. The auditor selects a midpoint in the range as
a basis for the audit adjustment.
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One of the keys to auditing soft accounting information is to have
access to good information, which can be used to help management
make assumptions or build models or to corroborate assumptions or
intentions stated by management. Frequently, this information exists,
but auditors just don’t know how to find it. This appendix lists sources
of information that may be useful to auditors.

H ow to C onduct B usiness R esearch
Business Information: How to Find It, How to Use It. Phoenix, Arizona: Oryx
Press, 1987.
A very helpful “how to” book that describes how to conduct
business research. Also includes some insights to the limitations
of some sources of information. Since the book is a little old,
the reference sources may be somewhat dated, but the
techniques are not.

G eneral R eference Sources
Lorna M. Daniells, Business Information Sources. Berkeley: University of
California Press, 1993.
This is an excellent reference source, written by the former
head of the Reference Department at Harvard Business School.
Sources are arranged by subject, such as industry statistics.
Indexed by title, author, and subject. Has excellent descriptions
of what you can expect to find in each publication. Good
starting point to see what information is available.
James Woy, ed. Encyclopedia of Business Information Sources. Detroit:
Gale Research.
Updated annually. Another excellent starting point for research,
this one generally is organized by industry. Includes listings of
statistical sources, trade associations, periodicals and
newsletters, research centers, and financial ratios for over
1,000 industries and subjects.

I ndustry I nformation
National Trade and Professional Associations of the United States. Washington,
D.C: Columbia Books.
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Updated annually. A starting point for identifying trade
and industry sources of information. Limited to trade and
professional associations and labor unions with national
memberships.
RMA Annual Statement Studies. Philadelphia: Robert Morris Associates.
Prepared annually by Robert Morris Associates based on
information submitted by its member banks. Provides financial
data organized by SIC code.
Key Business Ratios. New York: Dun & Bradstreet.
Annual publication of financial statement rations. Businesses
are organized by SIC code and broken down into three size
ranges by net worth.
Encyclopedia of American Industries. New York: Gale Research.
Updated irregularly—organized by SIC code. Volume One
covers manufacturing industries and Volume Two covers
service nonmanufacturing industries. Includes many useful
charts and graphs.
Standard

Poor’s Industry Surveys. New York: Standard & Poor’s.

Updated quarterly. Describes major trends and issues in
numerous industries. Financial and statistical information about
industry leaders is included, often with market share data.
Small Business Sourcebook. New York: Gale Research.
This two-volume set is intended for the owners of small
business, but it can be a good starting point for learning more
about a client’s industry. For over 200 types of small businesses,
this book lists associations, other organizations of interest,
reference works, statistical sources, trade shows, and franchises.
Leo Troy, comp. Almanac of Business and Industrial Financial Ratios.
Upper Saddle River, New Jersey: Prentice Hall.
Updated annually. Presents financial ratios and percentages
based on corporate tax returns in the Internal Revenue
Service files. Information tends to be old, using tax returns
from several years back.
Predicasts Forecasts. Cleveland, Ohio: Predicasts, Inc.
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Published quarterly with annual summary. This publication is
an index to statistics, annual growth, and industry forecasts that
have been published in magazines and periodicals. It’s really a
starting point for your research, not necessarily an end point.
Use it to find out which magazines have prepared a forecast for
your client’s industry, and then go read the original article.
Predicasts F & S Index. Cleveland, Ohio: Predicasts, Inc.
Weekly and monthly supplements with quarterly and annual
summaries. Contains one-line descriptions of recent articles
on industries, products, and companies compiled from over
750 periodicals, newspapers, and reports.

D iscount and O ther R ates
Stocks, Bonds, Bills, and Inflation Yearbook. Chicago: Ibbotson Associates.
Updated annually, this is a history of return on the capital
market accompanied by text on how to read and interpret the
numbers. A thorough source for rates on Treasury bills,
government bonds, stock market returns for both small and
large companies, and inflation. Very technical.
Cost of Capital Quarterly Yearbook. Chicago: Ibbotson Associates.
Quarterly cost of capital estimates for over 300 industries.
Also includes other key financial statistics. Can be hard to
find. If your local business library doesn’t have a copy, search
out someone who does a lot of business valuation work.

Fair Value of F inancial I nstruments
Bloomberg On-Line Services.
Bloomberg is an on-line reference source that provides
pricing information on a wide variety of financial instruments.
FASB Statement No. 123 Software.
Many companies now make software to estimate the fair
value of stock compensation plans required by FASB
Statement No. 123. One of the more popular ones is available
through Montgomery Investment Technology (telephone:
888-FIN TOOLS or Internet address: www.wallstreetnet.com).
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